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PREFACE 

As a result of the War, Economics has come into its 
own. Its reputation of a generation ago as the dismal 
science had for many years before the War been gradu- 
ally giving place to a fuller appreciation of its value as 
the science of everyday life ; but its practical importance 
never came home to the man in the street, and especially 
the business man, as it has done since the War. The 
reason is very simple. The War has struck at the very 
roots of our whole business and financial system, by its 
devastating effects on our foreign trade, and therefore 
upon all the complicated financial machinery which has 
grown up round international trade. Even before the 
actual declaration of War that system had, for the time 
being, almost completely broken down, and the disturbing 
effects upon our business and manufacturing interests 
were so widespread that every one was affected, even 
although he never touched foreign business at all. Our 
.internal monetary and financial system was involved in 
the breakdown of the foreign exchanges, so that the 
trouble was brought home to every one in the most 
direct way, through his pocket. The natural result 
was a striking revival of interest in economic problems ; 
and questions of currency, banking and trade naturally 
attracted the greatest attention, because they were the 
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first to be affected by the convulsion. Business men of 
all kinds, finding their business paralysed by the break- 
down of the usual monetary and financing facilities, 
wanted to know why, and they found that the answer 
lay with the economists. 

This newly realized importance of their subject is 
naturally gratifying to economists who have always 
believed in their science, but it imposes a corresponding 
obligation upon them, which unfortunately many of them 
are at present too busy with actual war work to meet. 
The teaching of the subject, not only after the War but 
now, must be brought up to date, by showing how the 
experience of the War has confirmed or modified the 
accepted doctrines of economics oi- their form of presen- 
tation. New text-books on every branch of the subject 
will be required showing how our old ideas stood the 
test of unprecedented conditions. It may well be argued 
that it is foolish to tackle these problems until the crisis 
is past and we can survey the results in something 
approaching a complete state. But there are two reasons 
why such a counsel of perfection cannot be followed in 
this case. The need for some sort of assistance to the 
ordinary business man in tackling the new problems of 
the day is too pressing to wait. He wa.nts to understand 
now what happened in the early days of the War, in 
order that he may if possible have some idea what to do 
under the new conditions which may emerge even before 
the War is finished, and which will certainly face him 
as soon as the War ends and the reconstruction of our 
business world on a peace footing begins. Secondly, it 
is quite impossible to say zvhen economic conditions will 
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once more have returned to anything hke a static con- 
dition, when adequate scientific treatment of the whole 
position will become possible. It will certainly not be 
for many years after the War. 

It seems therefore imperative, even while fully recog- 
nizing that our present knowledge of the facts is incom- 
plete, and in spite of the danger of premature conclusions, 
to make an immediate attempt to revise our text-books 
of economics by interpolating into their pages some 
account of what happened in the early days of the War, 
and how events have shaped themselves since during its 
progress. It may seem to some that that is not sufficient, 
that what is wanted is an entire recasting of all previous 
teaching of economics, which would in effect amount to 
the creation of a new science. But the writer would 
contest that view with all his force. There is much loose 
talk about abandoning the principles of certain so-called 
schools of Economics, but one can no more abandon 
economic principles than one can abandon the law of 
gravity. The principles of economics are very few and 
simple, and are so axiomatic in character that when 
properly understood they command the assent of every 
one. But the difficulty lies in their application under 
different conditions. It is the conditions which have 
changed in innumerable respects since the War, and 
what is wanted now is a new presentation of the prin- 
ciples in conjunction with the altered conditions. In the 
fiscal controversy, for example, which promises to revive 
after, if not during, the settlement of the terms of peace, 
the attitude of the economist will not be changed in the 
slightest from that of any sound and unprejudiced econo- 
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mist before the War. The economic principles of inter- 
national trade are unaltered ; but the conditions both of 
this country and of others have changed considerably, 
and it will then be, as it has always been, a question 
whether the undoubted advantages of free trade are 
under these new conditions outweighed by the anomalies 
and difficulties to which free trade exposes us, or by 
the advantages of an opposite policy. The business of 
the writer of an economic text-book is not to set forth 
his own views on the balance of the advantages and 
disadvantages, but to state as impartially as he can the 
arguments on both sides and leave the decision to his 
readers with such knowledge of the facts as he can put 
before them, or guide them into obtaining for themselves. 
In preparing this book the writer has attempted to 
carry out his long-cherished ideas of how economics 
ought to be studied by the elementary student or by the 
business man who wants to understand how economic 
problems affect him in his business. Economics is the 
science of everyday life, and its study must be a constant 
application of theories to actual conditions. It must 
above all things be a living science, enabling the student 
to see his own everyday life through economic spectacles^ 
to realize that he is ' living ' economics all the time. To 
do so he must be taught not only the accepted theories 
on the subject, but also how and where to get the facts, 
how to handle these facts, and how to appreciate them 
rightly. With this view a certain amount of statistical 
information on the problems dealt with in the book has 
been collected in a series of Appendices, with in every 
case the source of the information. These figures are at 
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present necessarily very incomplete, for in these days 
statistics become out of date with bewildering rapidity, 
but the expedient of collecting them in appendix form 
has been adopted in the hope that it will facilitate revisal 
as events develop. 

In selecting illustrations of points of economic principle 
the writer has not scrupled to draw rather freely on 
Egyptian and Indian conditions (as well as European 
and American), not merely because of his own interest 
in Eastern countries, but because it is peculiarly useful 
to those who are only familiar with the conditions of the 
Western world to realize that on many questions their 
point of view is just as distinctively and exclusively 
their own as is the totally different point of view of the 
Oriental. It is good for us in economics as well as in 
other things to see ourselves as others see us, if it helps 
us to see ourselves as we really are. 

At the end of each chapter references are given to 
the particular chapters of any book which the writer has 
used, or to other books which the student should find 
useful for further reading in conjunction with the chapter. 
In this way it has been hoped to avoid the necessity of 
frequent references throughout the text, which are worse 
than useless to the class of readers the writer has in 
view. 

JOHN A. TODD. 

University College, Nottingham, 
March 20, 1917. 



NOTE TO THE SECOND EDITION 

Two years more of war and peace (of a sort) have 
made it necessary, now that a new edition is required, to 
add a good deal to, but not to take away much from the 
original text. 

It is too soon yet in most cases to attempt to deal 
with the effects of the war as a matter of history. We 
are still in the thick of events which are the direct result 
of the war, and many of the problems of reconstruction 
which now lie before us are only new versions of those 
of the war itself. It has therefore not been thought 
desirable to recast the book into the past tense as regards 
the war ; the original text has been left with very little 
alteration, and most of the new matter put into an 
additional chapter. The Statistical Appendix has been 
brought down to date as far as possible. 

The writer would take this opportunity of expressing 
his appreciation of the fact that the publishers did not 
take advantage of war conditions to raise the price of the 
first edition as the war went on. 

JOHN A. TODD. 
Board of Trade, 
May, 1919. 
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CHAPTER I 

INTRODUCTORY 

The meaning of exchange value. — Money the means of exchange, — 
Prices and value, — Possible effect of the mechanism of exchange upon 
values. 

The various economic problems dealt with in this book are 
comprised under one general heading, the Mechanism of 
Exchange. Economics may be defined (somewhat elliptically ') 
as the Science of Exchange Values or the science of prices, which 
are exchange values expressed in terms of money. Money in 
the widest sense of the word, including metallic money, paper 
money, bankers' money, and the credit system, is the means of 
exchange. The essential purpose of exchange is the determina- The object 
tion of the relative values of different commodities to each 
other, and these values are for convenience expressed in terms 
of money as prices. The use of money, however, as a means 
of exchange must not be allowed to obscure the fact that the 
real value of any commodity is not the amount of money for 
which it is exchanged, that is to say its price, but the amount 
of other commodities which can be obtained now or later on in 
exchange for that money. Price is only a means of expressing 
the relative value of two commodities by comparing them, not 
directly with each other, but indirectly through the universal 
third commodity, money. For instance, it is more convenient Meaning of 
in discussing the relative value of a pound of tea and a pound of 
sugar to say that the one is worth 2S. 6d. and the other worth 
6d. than to say that the one is worth five of the other. 

1 The full definition, founded on Marshall's, should be ' the science of 
the motives or notions of value which actuate men in the acquisition and 
use of wealth '. ... 

TODD B 
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Money is therefore the standard of valuCj the means by which 
the value of different things is measured against each other, 
just in the same way as the relative height or weight or age of 
things is measured, not by comparing them with each other, 
but by describing each of them in terms of certain accepted 
standards known as feet, pounds, or years. 

But the use of such standards of measurement involves 
a serious responsibility; the standards must be accurate and 
especially they must be as nearly as possible invariable, and 
uniform. It does not matter in the least what the exact 
standard is, but it must be always and everywhere the same. 
Meaning of Thus It docs not matter at all what is the exact length of the 

a standard. , , ,- ,, i r i 

Standard of measurement called one foot, or how many feet 
it is decided to call one yard. But it is absolutely essential 
that all foot rules and yard measures should be of exactly the 
same length and that they should always remain the same 
length. One draper cannot be allowed to keep a shorter 
yard stick than his neighbours, because that would be 
cheating his custornefs. The whole point about a standard 
measure .is that it must be publicly known, and certain, 
so that when that standard is used in any bargain the buyer 
knows exactly what he is receiving, and the seller what he is 
giving. 

The application of these requirements to the standard of 
value, that is to say to money as the measure of values, is not 
so obvious, but it is jiist as necessary as in the case of 
any other standard. In the first place, all coins of the 
same denomination must be of the same value ; we cannot 
have different sovereigns in circulation some of which contain 
more gold than others, otherwise it would never be possible to 
measure the price paid for an article without knowing which 
kind of coin was tendered in payment. This is an obvious 
The value of necessity, but there is another rtiuch more difficult test to be 
applied to the efficiency of money as a measure of value. 
The value of a perfect money must be the same everywhere 
and always, and that is a very difficult thing to secure. The 
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real value of money is its purchasing power, the quantity of 
goods for which a certain quantity of money can be exchanged, 
and as a matter of fact it is almost impossible to prevent that 
purchasing power of money varying from one place to another, 
and especially from one period to another. But such variation 
is fatal to the perfection of money as a standard of value. It a variable 
is just as if a draj)er kept an elastic yard stick which was 
longer at one time than at another ; or, to take a more practical 
illustration, as if the builder of a huge bridge used a steel 
measuring chain which expanded and contracted with the 
variation of temperature from day to day. Both stone and 
metal vary greatly with changes of temperature, especially in 
a chmate with extremes of heat and cold such as Egypt or 
India, and it is necessary in the construction of large engineer- 
ing works to make the most elaborate calculations to prevent 
the accuracy of the work being thrown out by these variations. 
The difficulty in the case of money is perhaps greater than 
in the case of any other known standard, because it is now 
well known that its value does vary greatly from time to time,' 
and sometimes from place to place, and these variations are to 
a considerable extent inevitable under any monetary system 
which it has yet been found possible to invent. During the 
last forty years the value of money as a whole has first risen 
and then fallen again very seriously, and the results have been 
sometimes disastrous and always very inconvenient. For these 
variations may result in an actual disturbance of the relative 
values of commodities to each other. Suppose for example 
that a man sells certain goods to-day for money and lays 
the money by, but a few years later he finds it necessary to sell 
this money again, or in other words to use it in the purchase 
of other goods. In the meantime the value of money has Effect 00 
fallen; that is to say the price of commodities in general has 
risen and he cannot now buy so many commodities of any 
kind with his money as he could have done at the time when 
he sold his original goods. The effect' is to alter the relative 
' See Table V and Kagram C in the Appendix. 
B2 
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value of the goods he sold and the goods he now wishes to 
buy, for he finds that he gets fewer of the latter for his own 
than he expected. The relative value of the goods he sold and 
those he now wishes to buy has been altered by the change in 
the value or purchasing power of the money which was used 
as the meanls of exchange. It is as if his yard stick had 
contracted. 

Knowing then that such changes in the standard of value 
may take place, it is necessary that the character of money 
and its work should be carefully studied so as to find out the 
nature of money, how it does its work, why these changes 
in its value take place, and if possible how to modify or 
prevent them, and that is the underlying object of this book* 
The mechanism of exchange must be studied in all its forms, 
for the comparatively simple expedient of using metallic money 
as the means of exchange has developed into a marvellous 
The money and most Complicated system of using all kinds of different 
sys em. j-jjings as moncy, including even pieces of worthless paper, 
which yet under certain conditions seem to serve the purpose 
of money extraordinarily well. Finally, a system of credit and 
banking has been developed which may be described as a 
system of doing money's work without the use of any form 
of actual money at all. All this complicated machinery must 
be carefully examined to see how it works, and what are its 
effects on the main purpose of it all, which is the exchange 
of goods against goods; and this is to be the connecting 
thread which will run through the whole argument of the 
book. It is an attempt to see how all the different forms of 
money or money substitutes have come into existence^ how 
they are used, and whether they fulfil satisfactorily their main 
function as the means of exchange, a means of expressing 
the relative value of commodities, for money is only a means 
to that end. Economics, is not the science Of wealth in the 
sense that it teaches men only how. to make or spend money; 
Tiie science it is the science of values, the study of the relative values of 
all the different commodities and services which men spend 
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their lives in producing and consuming, in rendering and 
receiving. These and not the money are the real subject- 
matter of its study. This branch of the science is therefore, 
in a sense, subsidiary, but it is of the greatest importance and 
interest. It is the side of economics which deals most directly 
and exclusively with the problems of the business world, and 
which therefore appeals most directly and forcibly to the com- 
mercial man. Economics was described by Marshall as the 
science of everyday life, and in this branch of the subject the 
fitness of the description is peculiarly apparent. 

Del Mar, The Science of Money, 



CHAPTER II 

THE HISTORY OF EXCHANGE 

The place of exchange in production. — The development of exchange. — 
Its advantages. — The essentials of exchange. — The trader class.^- 
Means of transport. — Money breaks up barter into sale and purchase. 

It was customary among the older economists to treat 
exchange as a separate branch of Economics from production, 
dividing up the subject into Production, Exchange, and Dis- 
tribution, and later on Consumption was added as a separate 
branch of the subject. This method of treatment had its 
advantages in clearness and convenience of arrangement, but 
it must not be allowed to conceal the fact that in reality 
Mooning of exchange is a part of the process of production. Production 

Production. , . . , . , ^. ... . ,, 

means the creation not of thmgs but of utilities. Man cannot 
create matter, any more than he can destroy it. He cannot 
make anything except out of something else ; he cannot make 
a piece of wood, but he can make a table out of a piece of 
wood. This idea is expressed in the definition of production 
as the creation of utilities. Man cannot make things, but he 
can make things useful, and it is clear that the process of 
making a thing useful is not complete until some person is 
found who can make use of the thing. In other words, the 
process of production is not complete till a purchaser is found 
for the article. This is very clearly seen in the case of perish- 
able articles, such as fruit grown at a distance from any market. 
Thus it may be said that the complete process of production ' 
Its three involves three stages: (i) change of form orj)roduction in the 
narrowest sense of the term, as the farmer produces wheat or 
the carpenter produces the table ; {2) change of place or trans- 
port, as the miner digs the coal or iron out of the mine and 



THE HISTORY OF EXCHANGE 7 

brings it to the smith, or the ship brings Canadian wheat to 
Liverpool to be made into flour and bread in England; and 
(3) change of ownership, as the merchant finds purchasers for 
the goods offered by all the producers. Under modern con- 
ditions every one of these parts of the process is equally 
essential, for all the nations of the world are dependent upon 
each other for their food and clothing, and in every civilized 
community each individual is dependent upon all his fellows for 
the necessities as well as the comforts and even luxuries of life. 
In the early forms of civilization, hpwever, when the family 
or the tribe was the unit of society, and these units were small 
and self-contained and mainly nomadic, there was practically no 
exchange because there was no need for it. Every member 
of each tribe was engaged in the same occupation, and there- 
fore produced the same commodities as his neighbours. There Primitive 

rT** rii '11 exchange. 

was a certam amount of division of labour, especially between 
the sexes, and in the primitive form of the tribal craftsmen who 
performed certain work for all the members of the tribe in 
consideration of a share of their produce. But when a chance 
encounter brought the tribe into contact with a friendly tribe 
from another country, real opportunities arose for something 
like exchange in the modern sense of the word, because these 
other tribes, coming perhaps from a different district or country, 
would possess things which the others had not, and would 
greatly desire those things which to the first tribe were common- 
place and therefore of little value. Exchange under these 
conditions was natural, being equally advantageous to both 
parties. Thus exchange was in the first place inter-tribal or 
international rather than local. It probably arose from the 
custom of making conciliatory gifts to a possibly hostile tribe 
met by the way, and it came to be regarded as a matter of 
course that the gifts must be mutual : each tribe expected to 
receive a gift of at least equal value to what it had given. 
Gradually journeys came to be undertaken purposely with 
a view to the possibility of such meetings and the resulting 
exchanges. 
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With the settling down of nomadic tribes in fixed localities 
which marked the development of agriculture, and the growth 
in size of the settled communities, the division of labour 
became more necessary. As the size of the community in- 
creased there was enough work of a particular kind, such as 
the smith's or the shoemaker's, to employ one man's whole 
time in making such things for the community. There were 
also the hunters and the fighting men who went abroad, while 
the husbandmen remained at home to cultivate the crops. 
Division of Under these conditions exchange of the different products was 

labour, ° . ' 

essential, and as the village developed mto the town and the 
town into the nation, exchange became wider and more uni- 
versal. Nowadays in Western countries no one ever makes any 
complete thing for himself, and with the development of the 
factory system of production by machinery hardly anybody 
makes a complete article with his own tools or machinery out 
of his own materials. Every one makes for exchange, and the 
complexities of exchange have increased as fast as the develop- 
ment of specialization and the growth of division of labour. 

While many features of this wonderful modern system may 
be deplored, it has certainly enormous advantages. The great 
wealth of which the modern world disposes, meaning not merely 
the wealth in money of certain individuals, but the widespread 
distribution among all classes of society of the comforts of 
civilization, would have been utterly impossible in any other 
Advantages way. For the advantages of exchange are just those of the 

of exchange. . . ... 

division of labour. Exchange is indispensable to the modern 
system of organization of production to which the enormous 
production of wealth is due. But in this vast system there 
are many producers who seem to take no active share in the 
production, those who merely pass things from hand to hand, 
middlemen as they are called slightingly, whose right to a share 
in the produce is sometimes questioned. It must be made 
clear, however, that there is no ground for this distinction. 
Every person who is really necessary to the process of exchange, 
including the finding of a consumer for the goods produced, is 
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justly entitled to a share of the produce. The middleman is 
just as much a producer as the farmer, as long as he is necessary. 
Of course, a superfluous middleman is as useless as a second 
farmer would be ploughing up ground already sown, and grow- 
ing another crop on top of the first. A middleman who has Middlemen, 
somehow contrived to insinuate himself between the producer 
and the consumer without serving any necessary purpose in 
bringing them together is altogether indefensible, and there are 
doubtless many such people in certain countries or certain 
trades, but they are probably the exception rather than the rule. 
The utility of the genuine middleman who facilitates exchange 
is as undeniable as the advantages of exchange itself. By 
exchange every man is able to barter his own surplus produce 
for things which form the surplus of others, but which are of 
great value to him. The mutual gain of subjective utility to 
both parties underlies every act of exchange, and this applies 
just as much to exchanges between individuals of one country 
as to exchanges between different countries. Exchange leads 
to the full utilization of the productive capacity of every man 
or of every nation, thus securing the maximum total production 
for the nation and the world. 

The development of exchange and the growth of the modern 
trading system with its elaborate mechanism of exchange 
involves three essentials : (i) the formation of a class of mer- 
chants or traders to act as middlemen between the producers 
and the consumers ; (2) the development of the means of 
transport, both for long and short distances, including the 
carriage of commodities, like wheat or raw cotton, across half 
the world, as well as the door-to-door delivery of daily house- 
hold supplies by a retail shop; and (3) the invention of money 
as a means of exchange. 

As already sugsested, trade was at first not local but inter- The trader 

7 , , . . . , . , class. 

tribal or mternational, that is to say it was carried on with 
foreigners, and as in those days foreigners meant enemies, 
trade was at first characterized by all the methods of war rather 
than of peace, each party doing his best to cheat or rob the 
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other, either in the course of bargaining or by more flagrant 
violence. The merchant of the early days carried his life as 
well as his goods in his hands. The risks of trade were great, 
and the profits had to be correspondingly high. 

Another interesting feature of the evolution of trade is the 
change from the early trader seeking his customer to the 
modern system of retail shopkeeping where the customer seeks 
the trader. This had its effect on the character of the goods 
which were the objects of trade. In the early days these were 
naturally confined to goods of considerable value in proportion 
to their weight or bulk, and not of a fragile or perishable nature, 
so that they were capable of being carried long distances, such 
as brick tea carried mostly on camel-back from China by the 
overland route through Siberia into Persia, India, and latterly 
all Europe. 

The advantages of the modern trader class may be illustrated 
by considering the extent to which townspeople nowadays are 
dependent upon the system of wholesale and retail traders 
Their for the Supply of their ordinary daily food. The shopkeeper 

and the wholesale warehouseman form the link between the 
producer, perhaps in a distant country, who has neither time, 
opportunity, nor knowledge to seek retail customers, and the 
consumer who cannot seek the different producers, spread all 
over the world, from whom he would buy what he wants. In 
fact, new wants have been created by the extraordinary develop- 
ment of the system of supply, which brings all the products of 
every country in the world and puts them down almost at our 
doors to tempt us to buy. Taking the contents of an ordinary 
grocer's shop for example, it would exceed the limits of the 
average customer's knowledge of geography even to know 
where the places are from which the different goods come. 
Again, these wholesale traders deal in large quantities, so that 
they are able to buy much more cheaply than the ordinary 
retail customer could possibly do^ because it is easier and more 
economical for the producer to deal with one large consumer 
than to seek many small buyers. In some trades, as, for 
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example, the Indian tea trade, attempts have been made to 
sell straight from the gardens to the home consumer, but the 
volume of trade which has resulted is comparatively small. 
Lastly, the wholesale trader and the shopkeeper maintain large 
and varied stocks, enabling the customer to select whatever he 
wants and at whatever time he likes. The ordinary house- 
holder does not require to lay in a large stock beforehand, 
because whenever he runs out of anything he can buy at once 
from the shop near at hand. The shopkeeper undertakes the 
duty and runs all the risks of keeping stock, which in the case 
of perishable goods is considerable, and may involve heavy loss 
at times. 

The considerations which affect the development of the Transport, 
means of transport are (i) the great distances to be traversed, 
leading to cost of carriage, which may be heavier than the value 
of the goods will justify; (2) the nature of the goods themselves ; 
fragile goods, for example, may suffer heavy loss by breakage in 
transit, which must be covered by a correspondingly higher 
price for those which survive the journey ; (3) the development 
of the available methods of transport. This in most Western 
countries has followed a fairly regular routine, viz. first the sea 
or large rivers, then roads and canals, then railways. In the 
East, however, long-distance transit was by overland routes 
probably for many centuries before the sea was ever attempted, 
even in the case of countries like India, which had a large sea- 
board. The Nile in Egypt is probably the most striking case 
of the main line of transit of a country being from the earliest 
days chiefly by water, and Egypt made no attempt to develop 
land transport to any great extent for many centuries, nor sea 
transport for still greater ages. 

The last stage in the development of exchange is the inven- 
tion of money and the breaking up of barter into sale and 
purchase. Barter means the direct exchange of goods for other Money w. 
goods, and seems to offer the simplest and most direct method 
of arriving at the relative value of the goods which are compared 
directly with each other. But even in the most primitive 
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societies this method of exchange involves great difiSculties in 
practice. It may be easy enough to determine the relative 
value of the commodities to be exchanged, but this is only 
half the difficulty. For before any exchange can take place 
three conditions must be fulfilled. In the first place, there 
must be two people each of whom wishes to dispose of the 
very thing that the other wants, which is a very unlikely 
coincidence. In the second place, the things which they desire 
to exchange must be of equal value ; and finally, both must be 
desirous of making the exchange at the same time. As the 
result of the practical impossibility of securing this triple 
coincidence, it is often found that even where the custom 
of barter is general it has to be made trilateral instead of 
bilateral to make it possible at all. A exchanges his goods 
with B for something which A himself does not want but C 
does. Thus A gets what he wants from C by giving him ^'s 
goods in exchange. But all these difficulties are solved by the 
introduction of a universal third commodity called money as 
the means of exchange. Every man, instead of exchanging his 
goods directly for those of others, sells his goods for money 
with which he buys other goods of whatever kind from what- 
ever person in whatever quantities and at whatever time he 
likes. Thus money breaks up the single act of barter into two 
separate acts of barter, one of goods for money, called sale, 
and the other, which may be far apart in time and place from 
the first, of the same money for other goods, called purchase. 

But although these two processes are now separated, the 
relation between them must not be forgotten. Every purchase 
implies a prior sale, and every sale points to a future purchase. 
The essential fact is that every man lives by exchanging his 
products or services for the products and services of others. 
Double The ultimate object of production is not sale, but exchange of 
the product for other commodities, and the ultimate consump- 
tion of these others. Hence the point emphasized in the 
previous chapter, that the real value of any commodity is not 
the amount of money forrwhich it can be sold, but the amount 
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of other commodities for which through the medium of money 
it can be exchanged. Price is simply a means of expressing 
the exchange value of things. The real exchange value of 
goods is the amount of ail other commodities in general for 
virhich they can be exchanged through the medium of money. 

GiDE, Political Economy, Book II, chaps, i-iii (Archibald's translation, 
1914). 
Jevons, Money, chap. i. 
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Markets and market price. — Meaning of a market.— Law of markets.— 
Local V. world-wide markets. — Short v. long markets. — The Stock and 
Produce Exchanges, 

In the previous chapters it has been explained that the 
subject-matter of this book is the mechanism of exchange, 
the means by which the prices of commodities are paid. It 
does not come within its scope to explain in detail how these 
prices are fixed. For that reference must be made to any 
standard text-book of economics which deals with the theory 
of value. Here it must suffice merely to state the result of 
that theory in the most general terms, namely, that the price 
of any commodity is fixed by the opposing forces of supply and 
demand working upon each other in a more or less competitive 
market. The market price of any commodity is the price which, 
under the existing conditions of supply and demand, either for 
the time being or over longer periods, balances or equates 
supply and demand, the price at which the amount offered for 
sale is just equal to the amount demanded; in other words, 
the price at which the buyers will be willing to buy just as 
much as the sellers are willing to sell. It is obvious that the 
quantity which the buyers are willing to take and the quantity 
which the sellers are willing to give both depend upon the 
price asked or offered ; that indeed is the essence of the 
economic laws of supply and demand, which may be very 
briefly indicated in the two statements that the higher the 
price the smaller will be the demand and the greater the 
supply, .while, conversely, the lower the price the smaller will 
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be the supply and the greater the demand. Tlie fixing of 
market price by the balancing of these two opposing forces is 
like a man bearing two weights (which may be unequal and 
may vary) on a pole slung across his shoulder ; to make the 
weights balance he must move the pole back or forward on 
his shoulder till he finds the one point at which owing to the 
principle of leverage they will be exactly equal for the time 
being. In practice this market price or equilibrium price is 
arrived at more or less blindly by competition of buyers and 
sellers in the market, and the point at which the price is fixed 
depends largely on the conditions and character of the market. 

In order to understand the mechanism of exchange it is 
therefore necessary to discuss more fully the idea underlying 
the word ' market ', for the market is as it were the arena in Meaning of 
which the forces of supply and demand carry on their continual 
struggle over prices. The organization and methods of opera- 
tion of the world's markets are therefore an essential part of 
the mechanism of exchange. 

The popular idea of a market is a place or a building where 
the buyers and sellers of a particular commodity meet to carry 
on their trade. But among business men the word is used in 
a much wider sense which is nearer to its economic meaning. 
They speak of the market for cotton, for example, as meaning 
something quite different from the actual building of the cotton 
market or exchange. A market in the economic sense of the 
term means the whole area over which the consumers and 
producers of a commodity are spread. The essential feature of 
a market is that within the area of the market there is free 
communication between the producers and the consumers, 
both in the sense that buyers and sellers alike are well in- 
formed as to what the others are doing, and also in the sense 
that the commodity itself can be moved easily from one part of 
the market area to another, in response to the varying conditions 
of supply and demand in different parts of the area. Thus it Freecom- 

■ . . munication, 

means that if prices are cheaper in one part of the area than in 
another, the .buyers can go to the cheap place tp buy, while on 
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the other hand the sellers can remove their supply to the 
district where better prices are obtainable. The result of this 
free communication in the double sense is to prevent any 
variation of prices in any part of the market area ; in other 
wordsj in a really perfect market, in the economic sense of the 
term, the price of the commodity must be the same all over 
Uniformity the area of the market. In Western markets the spirit of 
public competition makes the seller advertise his prices in 
order to tempt customers to buy from him rather than from 
some one else. This publication of prices is the essence of the 
Western methods of competition ; by it the consumers can 
compare the prices of all the different merchants and select 
the cheapest. The natural and inevitable result of this system 
is to preserve the uniformity of price throughout the whole 
area of the market. No one will buy goods from one dealer 
knowing that another is willing to sell the same kind of goods 
at a cheaper price ; just as no dealer would be so foolish as to 
charge a high price knowing that his neighbour was offeririg 
to sell the same goods at a lower price. Thus competition in 
the market produces uniformity of price ; hence Jevons's Law 
levons's of Markets or Law of Indifference says, In the same market there 
Markets, cannot be two prices for the same commodity. But this does not 
go to the root of the matter so well as Marshall's definition of 
a market as any area in which the buyers and sellers are in such free 
communication that prices tend to equate easily. The root of the 
tnatter is free communication, publication and comparison of 
prices, and easy transference of supply or demand. 

So far for the theory of a market. It has next to be explained 
that markets differ very greatly in two respects, which may be 
Area and described as space and time. A market may be small or large, 
market." " it may be short or long, and the nature of prices in the market 
will depend largely on these different conditions of the market. 
It is necessary therefore to discuss the considerations which 
affect the extent of a market in these two senses of space 
and time. - 

(i) Space. A market may be so small as to include only the 
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dwellers in one small village or town, or even in one district of Extent of 
a large town, or it may be so large as to include the whole ^ "'^"'^^^ 
world, such as the market for cotton goods, which is as 
nearly world-wide as that of any commodity in the world. The 
difference depends mainly on the nature of the commodity. 
To command a wide market a commodity must be (a) an 
object of universal demand, like wheat or cotton. The market 
for commodities which are only thought desirable by a com- 
paratively small number of people or by certain races must be 
confined to the area in which they live. It would not be easy, 
for example, to dispose of a stock of betel-nut in England or of 
heavy furs in Southern India. 

(6) It must be easily described, sampled, or graded, so that 
a man proposing to buy a certain lot of the commodity may have 
it described to him exactly by letter or telegram, or by word of 
mouth in a way which he can understand readily and without 
any doubt as to what the seller is offering. This makes it possible 
to buy and sell without actually seeing the goods in bulk, so that 
it becomes possible to deal in such goods across half the world 
by post or cable. Thus wheat can be sold by sample, and cotton 
is continually sold by description on certain standard bases; 
but one could hardly buy a horse without actually seeing it. 

(c) It must be portable ; its value must be fairly high in portability, 
proportion to its bulk or weight, so that the cost of transport is 
not excessive. Thus wood for building purposes is very expen- 
sive in Egypt, yet in the backwoods of New Zealand it costs 
a great deal of money to destroy good wood so as to clear the 
land for cultivation. The cost of transport makes it absolutely 
impossible to transfer the wood from one part of the world 
where it is worth less than nothing because there is no ' market ' 
for it, to another where it would be of great value. 

(</') It must be durable, that is to say neither fragile nor Darabiiity. 
perishable, so that transport over long distances, which involves 
considerable time, and perhaps rough handling, may be possible. 
The English meat trade, for example, has been absolutely 
revolutionized by the development of cold storage in ships, 



i8 THE MECHANISM OF EXCHANGE 

which makes it possible to carry fresh mutton from Australia 
or meat from the Argentine to England, with the result that 
the whole world is now almost one market for meat, and the 
wholesale prices of meat in these distant parts are approximately 
the same as in London, allowing for the cost of carriage. 
Duration of (2) Time. A market may be very short in the sense that 

a market, ^ ' . ' . 

the supply and demand which are taken into account m fixing 
the price are necessarily only the quantity immediately avail- 
able for sale, or the quantity which can be consumed to-day ; 
or it may be very long in the sense that the consumers can 
either buy to-day or wait till to-morrow, or they can buy enough 
to-day to satisfy their requirements for the next six months, 
because the commodity will keep perfectly well. On the other 
hand, the sellers in a ' long-period ' market, as Marshall calls it, 
are not dependent on the immediate supply because they know 
that further supplies are coming, nor are they forced to sell 
to-day because again the commodity can be kept for a better 
market in the future if prices now are not satisfactory. These 
considerations as to the duration of a market also depend 
Nature of largely upon the nature of the commodity. Thus (a) it 

commodity, o J r j \ / 

depends upon whether the commodity is perishable or 
not. In the case of fish, for example, the seller must 
obviously take what price he can get to-day because the fish 
will be bad to-morrow; while on the other hand the housewife 
cannot purchase any more than her household can consume in 
a day, no matter how cheap the price at which the fish is 
offered, because the surplus would not keep beyond to-morrow. 

6f demand, (3) The length of the market depends on the probable 
duration of the demand for the commodity. Is it a thing 
which is likely to remain in constant demand, like wheat or 
other food products, or is it something for which the public 
have merely a temporary need, something which has become 
the fashion for the time being, or for which they have taken 
a passing fancy ? 

and supply. (c) Is the supply limited to the existing stock, like some 
unique curiosity or work of art, or is it a regular crop, capable ol 



MARKETS 19 

being estimated in advance and relied upon as a regular periodic 
supply (though the exact amount may vary from year to year), 
like the world's wheat or wool crops ; or again, is it a case of 
manufactured goods of which the supply can be increased to 
any extent required, like the increased supply of munitions in 
the world during the war ? 

These, then, are the conditions which have led to the World's 
development of the world's great markets in such commodities 
as wheat, wool, cotton, iron, steel and copper, and other 
necessaries of life, the demand for which is practically univer- 
sal, while their production extends over very large parts of the 
whole globe. It is necessary next to consider the lines upon 
which these great markets carry out their world-wide operations, 
for their methods are all very much alike and are all more or 
less framed upon one model, that of the most worVd-wide 
market of all, the market for money. The methods of trading 
in the world's great staples, both in actual purchases and sales 
and in the special branch of trading for future requirements 
which is called speculation, have all grown up round the 
methods of the Stock Exchange, which is the centre of the 
world's market for capital. The primary function of the Stock The stock 
Exchange is to create a market for capital, to find capital for the 
formation of new companies, to buy and sell stocks and shares 
of existing companies, and to float and deal in government loans 
and stocks. 

The main fact about the whole of the regulations and 
methods of the Stock Exchange is that they are all directed to 
one end, viz. to make it possible to do the largest amount of 
business in the shortest time. All kinds of special arrange- 
ments have been invented or gradually perfected, the primary 
object of which is to expedite and facilitate business, and as 
the result of this development of expeditious methods the 
amount of business which can be put through in a short time 
is almost inconceivably large. On a busy day in a large stock 
or produce exchange millions of pounds' worth of shares or 
goods may change hands in a few minutes. The mainspring 

C2 



20 THE MECHANISM OF EXCHANGE 

of the whole system therefore is the necessity of doing business 
quickly and at the same time safely, that is to say without 
uncertainty as to the business done, which would lead to 
disputes and litigation. 
Thebroker's In the first placc, then, it is part of thjs policy that the 
position. privilege of trading on the Stoclc Exchange is confined to cer- 
tain members who are carefully chosen because they are 
believed to be reliable men, and who are required to lodge 
securities for large sums against the possibility of their being 
unable to meet their obligations to their fellow members. For 
it is the essence of the stockbroker's position that while he is 
really acting for some one else, by whom he is merely paid 
a commission, in dealing on the Exchange for his clients he is 
personally responsible to his fellow brokers for the due fulfil- 
ment of the contracts of sale or purchase made by him on 
behalf of his clients. Under no other system could the 
business of the Exchange possibly be carried on with the 
desired speed. It would be impossible to carry on business 
with the necessary rapidity if on every sale the seller had to be 
furnished with the buyer's name, and then had to consider 
whether the proposed purchaser would be good for the price. 
The market might be up or down several points before he had 
time to make up his mind, and then it would be too late to 
reject the bargain. If the bargain is to be closed immediately 
by the mere calling out of a price and a wave of the hand as 
acceptance, the seller must have a guarantee that the pur- 
chaser is good, and such a guarantee can only be given by impli- 
cation by the buying broker. Thus every broker is dealing on 
the Exchange practically as a principal, and takes upon himself 
the whole responsibility for all his clients' obligations. 
The Settle- Again, the same necessity for rapid operation and the enor- 
mous turnover of the Exchange is partly responsible for the 
system of periodic settlements. Shares may be changing hands 
at various prices from hour to hour and from day to day on the 
Exchange, and it was therefore found necessary, instead of 
carrying out and settling each transaction separately, executing 
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a formal transfer of the shares and paying over the price, to 
have one day every month, or oftener, upon which all the 
transactions during the previous month would be settled 
simultaneously, the shares being transferred direct from the 
first seller to the last buyer. An elaborate system has grown 
up on the lines of the Bankers'" Clearing House for entering Seep. 94. 
up the credits and debits of each broker and settling the 
accounts between them at each of these periodical ' settle- 
ments ', as they are called. 

Punctual payment on the fixed settlement days is absolutely 
essential. If a broker does not meet his obligations, he is 
posted as a defaulter. These periodical settlements have 
therefore the further advantage of keeping the brokers advised 
(to a certain extent) of the position of their fellows with whom 
they are dealing. If there is anything wrong with a broker's 
financial position, it should be at once revealed by his failure 
to meet his contracts at the next settlement. 

But it is not always possible for brokers or their clients to Borrowing 
take up their purchases promptly on the settlement day. ties. 
A system has therefore been developed under which those 
who require to borrow money in order to pay for their pur- 
chases can do so. Thus banks grant loans to their own clients, 
whether brokers or private persons, on the security of shares 
deposited with the bank. The customer must find a certain 
amount of cover, that is to say, he must pay part of the price 
of the shares himself, borrowing only part from the bank, so 
that the value of the shares lodged as security exceeds the 
amount of the loan. If the shares fall in the market, the 
bank will call on the borrower to provide more cover, in other 
words, to pay in a sum to reduce the loan, or lodge further 
securities, thus preserving the margin between the value of the 
shares and the amount of the loan. But as the banks can Contango 

• 1 • '11 e brokers. 

only do a limited amount of this business, a special class of 
brokers has grown up on purpose to do it. They are called 
contango brokers, and are practically pawnbrokers of shares; 
If a stockbroker cannot pay for his shares, he borrows money 
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from a contango broker, who takes up the shares, or carries 
them over, as it is called, for the actual purchaser till next 
settlement. The charge made for doing so is really interest 
on a loan, but it is called the contango rate, or carry-over 
rate. 
Speculating Unfortunately, the facilities thus provided for genuine in- 
ences. vestment business have led to the development of an entirely 

different class of business which is less desirable. This is 
speculation, buying and selling shares, not with the intention 
of holding them as an investment, but simply in hope of 
turning them over again at a profit. The contango system 
has enabled people to enter into this kind of business on 
a large scale, because, as they can borrow the greater part 
of the price, they are tempted to buy a larger number of 
shares than they could possibly pay for. This has given rise to 
the system known as speculating on differences, which means 
buying shares which one does not want to hold, and cannot 
possibly pay for, in the hope of being able to re-sell them soon 
at a profit, or selling shares which one does not possess in the 
hope of being able to buy in again later on at a lower price. 
■Bull 'and The former is what is called a 'bull' transaction, the object 

bear \ . 

bemg to force up the price of shares, the latter a ' bear ', which 
has the reverse object. Were this process confined to one 
settlement it would not do very much harm, but when, owing 
to the carry-over system, brokers are enabled to carry on open 
speculative accounts from month to month, it leads to consider- 
able mischief and artificial movements in the prices of shares 
which are due to manipulation by interested speculators. 
Many of the brokers themselves make a business of speculating 
in this way on their own account, as well as for clients, and it 
is in this kind of business that fortunes are made — and lost — 
on the Stock Exchange. 
'osWon""'" ^' '^ difficult to see any real economic advantage to the com- 
munity in this kind of transaction, but, unfortunately, it is 
hardly possible to restrict or prevent it without interfering too 
much with the necessary liberty of genuine investment business. 
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The principles upon which the business of a highly de- a Pro<ioce 
veloped produce exchange is conducted are practically the Cotton!^'' 
same as those of the Stock Exchange. The Liverpool Cotton 
Exchange may be taken as an example. 

The first step in the development of a wide market for any 
commodity is the adoption of a system of grading so that the 
goods sold may be easily described and recognized with 
certainty, without the actual inspection of the goods them- 
selves, or even of samples. Thus different kinds and qualities Grading 

^ system. 

of cotton are graded by certain well-known names, so that 
if one wishes to buy or sell, the particular goods offered can 
be described to a nicety and the price fixed accordingly. In 
the event of any dispute arising as to whether the cotton 
supplied is of the quality described, experts acting as arbi- 
trators between the parties examine it and give a final decision. 
This system enables transactions to be put through by letter 
or cable between parties far apart and in the shortest possible 
time, so that the volume of business done is enormous, and 
the identity of price, which is the essence of a market, is 
secured and maintained. 

Cotton may be bought and sold either for immediate Spoi^^aies i-. 
delivery, known as 'spot' sales, or in the form of 'futures', 
that is to say, contracts or sales ahead, which may either 
represent actual future requirements or merely speculative pur- 
chases. The economic position of such speculative dealings 
in actual commodities is less indefensible than in the case of 
stbcks and shares. Under modern conditions, anticipation 
of future needs is the essence of business enterprise. Every 
manufacturer must make goods for a future demand, which 
it is his business to estimate accurately. It follows that, as 
he is dependent on the future selling price of his goods, he 
must consider the probable future price of his raw materials. 
The considerations upon which the future price of cotton Adva.j','^£'= 
depends are very complicated, involving both the future sup- anticipation, 
plies and the amount of the future demand, and the increasing 
specialization of modern business has led to the development 
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of a class of experts who devote themselves entirely to the 
study of these conditions. The intelligent anticipations of 
these experts serve a useful purpose, because by raising or 
lowering the present price in view of the future conditions 
which their experience enables them to foresee, they can 
actually modify the present market conditions so as to miti- 
gate the future fluctuations. Thus a cotton broker, fore- 
seeing a short supply from the next crop, raises his price, 
thus tending to check the present demand and spin out the 
supply as far as possible to meet the expected shortage. With- 
out such skilled anticipation the present demand at a low price 
might exhaust the supply, causing a sharp rise in price later 
on when the deficiency of the crop manifested itself in a short 
supply. Thus, anticipation tends to check the fluctuations of 
price, which are bad for trade. 

Unfortunately, the theoretical advantages of the system are 
considerably diminished by the entrance into the market of 
outsiders who, not having the expert knowledge of the real 
dealer, merely gamble in futures. The fixing of price there- 
fore becomes more or less of a contest between these two 
classes, in which needless to say the skilled expert generally 
scores. 

Marshall, Economics of Industry, Book V, chap. i. 

Jevons, Theory of Political Economy, chap. iv. 

Withers, Stocks and Shares, 



CHAPTER IV 
THE FUNCTIONS OF MONEY 

The functions of money. — Its evolution. — How the precious metals came 
to be chosen as money. — Their advantages. — Development of the 
modern form of coinage. 

So far money has been referred to in broad terms as the 
means or medium of exchange. It is necessary now to analyse 
its functions more carefully and in fuller detail. These func- 
tions may be described as threefold, thus : 

(i) Money is the means or medium of exchange. It breaks Medium of 
up barter into sale and purchase. Goods instead of being 
exchanged directly for other goods, are exchanged for money, 
which again is exchanged for other goods. Money thus 
becomes the universal third commodity for which all goods 
are exchanged. 

(2) As everything is exchanged for money, money becomes Common 

.. J • , c , measure of 

the common measure or common denommator of value, value. 
Thus exchange value becomes price, which is simply exchange 
value expressed in terms of money. 

In order to fulfil these two functions properly, the essential 
quality of money is that it must be universally acceptable, 
because its value depends on common consent to accept it in 
payment for goods, that is to say, to give goods in exchange 
for it. Every one is willing to take money in exchange for his 
goods because he knows that others will in turn be willing to 
take the money in exchange for their goods. Hence Walker's' universal 
definition of money as ' that which passes freely from hand to Imty.'^ 
hand in full payment for goods, in final discharge of indebted- 
ness, being accepted equally without reference to the character 
or credit of the person tendering it, and without the intention 
on the part of the person receiving it, himself to consume or 

1 Diet. Pol. Econ. ' Money.' 
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enjoy or otherwise use it than by passing it on sooner or later 
in exchange '. 

Store of (2) Money is also the standard of deferred payment or 

register of debt. All contracts or obligations implying an 
undertaking to be fulfilled at a future time are usually 
expressed in money values though in reality they relate to 
goods or things of value. Thus if a manufacturer borrows 
raw materials to make into goods, and is unable to pay for 
them until later on, his obligation is not to return an equal 
quantity of raw materials at the period fixed, but is expressed 
in terms of an obligation to pay a certain sum of money, based 
on the present money value of the raw materials borrowed. 

Stability of The One quality essential to enable money to fulfil this 

value. ^ 

function properly is stability of value. If the value of the 
money changes in any way during the period of the loan, it is 
obvious that either the creditor or the debtor will be prejudiced 
by the change. 

The process of evolution by which men have gradually come 
to choose what are known as the precious metals to fulfil these 
functions of money is most interesting, not only as a piece of 
the history of the development of civilization, but also as 
showing how the character and functions of money itself have 
been developed. Thus the use of money as merely a means 
Primitive of exchange is comparatively a late development. At first the 
exchange, thing accepted in exchange was necessarily some commodity 
which possessed intrinsic value, though it might happen that 
it was something for which the receiver had no personal use at 
the time. But he knew that he would want it later on, or that 
when he wanted something else he would easily be able to 
exchange it for the things he wanted, because this particular 
commodity which he had received in the first exchange was 
generally desired by other people. Thus one can imagine 
a total abstainer being willing to accept payment of his goods 
in bottles of whiskey, for which he has no use himself, because 
he knows that when he comes to require other goods, the 
whiskey commands a certain value in the eyes of most men 



THE FUNCTIONS OF MONEY 27 

which will make them accept it in exchange. But one could 
hardly imagine the use of such a means of exchange in a com- 
munity of total abstainers. The idea of regarding the medium 
of exchange as only a means to an end, and therefore not 
requiring any intrinsic value in itself, as long as people even 
by mere convention are willing to accept it because every one 
else is willing to do so, is the highest development of the The highest 
modern use of money, and is the basis of the theory of the ment."'^ 
value of paper money and other forms of money which are in 
themselves entirely worthless. 

At first, then, men naturally chose for the means of exchange 
something familiar and generally recognized as useful or 
desirable in itself. Thus among primitive savages shells 
would naturally appeal to them as money, because if they did 
not require to re-exchange them at once, they could in the 
meantime employ them as ornaments by hanging them round 
their necks, and so get some use out of them. A similar idea 
lies at the root of the practice in India of investing spare funds 
in the purchase of silver bangles and ornaments for the women Value in use. 
folk. The same idea may be recognized in the purchase of 
diamonds in the west. The money is put to a good use in the 
meantime, and it is there immediately convertible into other 
forms of goods when necessity arises. Instead of getting 
interest on it from the bank, one gets the use of it in the form 
of ornaments to be admired in daily use. 

Among early nomadic tribes cattle, sheep, and other animals 
were a natural form of means of exchange because they were 
universally desirable, and also for another reason because they 
were self-portable as it were; when the tribe moved from 
place to place the ' living money ' moved with them, and even 
served to carry their other forms of movable wealth, their 
various goods and chattels. Many other things have been Early forms 
recorded as the accepted means of exchange, such as rice in 
parts of India, cacao among the aboriginal Mexicans, oil in the 
Ionian Islands, rock salt in Abyssinia, wampum money in the 
early days in New England, tobacco in Virginia and Maryland, 
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tea blocks at the old Russian fairs, dates among the tribes of 

Northern Africa, beaver and sealskins in Arctic regions, and so 

on, all of them being articles which in the first place possessed 

Fariynseof intrinsic value. It was for the same reason that metals were 

metals. 

first employed as the means of exchange, for metals were at 
first among the most precious things available to semi-civilized 
races. The early use of copper in Egypt, for example, which 
it is said was indeed the very mainspring of the rise of the 
earliest Egyptian civilization, would naturally suggest the use 
of copper articles or ingots as a most convenient medium of 
exchange, a commodity always desirable and of great use in 
itself. From these early days the choice of metals as money 
has become universal, the only change being that as the baser 
metals, so called, became more common, the choice has 
gradually risen to those metals of higher value which have 
Precious come to be known exclusively as the 'precious' metals, 
"^ ^' namely, gold and silver. It must be remembered, however, 
that these are not by any means the most precious metals, and 
it is therefore necessary to consider why they should have come 
to be so universally adopted as the best material for coinage. 
Their value. Their first advantage lies in the fact of their universal desira- 
bility, which is due to their intrinsic beauty, and the multiplicity 
of their possible uses as ornaments and otherwise. But another 
reason for their value is their comparative scarcity, and an inter- 
esting way of realizing this is suggested by considering whether, 
setting aside their modern relative value, gold is really any more 
beautiful or more desirable in any way than silver. As a matter 
of fact it is doubtful whether gold always was more valuable in 
men's eyes than silver, and it is easy to imagine that in a country 
like Southern India, where in the old days gold was compara- 
tively plentiful but there was no native supply of silver, a traveller 
arriving with a stock of silver for sale would easily have been 
able to obtain more than an equal quantity of gold in exchange 
for it. But in modern times the world's supply of silver is so 
much greater than that of gold,' and the cost of production of 
' See Table I in the Appendix. 
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silver is so much less than that of gold, that gold has without 
any difficulty achieved the higher position, and is likely to retain 
it. But another aspect of the question is shown by the fact that 
other metals still more precious than gold have been tried as 
the basis of metallic money, especially platinum in Russia during 
the nineteenth century, but without success. What then are 
the peculiar qualities of gold and silver which have made them 
so outstandingly desirable as the raw material of the world's 
money supply ? They may be tabulated as follows : 

(i) Facility of transport or portability, because they possess Portability, 
large value in proportion to their bulk and weight, hence their 
value differs little from one place to another, because the cost 
of carriage is comparatively small. The price of gold therefore 
is roughly the same all the world over, because if its supply were 
excessive in one country and deficient in another it would very 
quickly be carried from the one country to the other. Thus 
the value of gold at the mine in South Africa is only a com- 
paratively small fraction less than the value of refined gold in 
London, because the cost of refining it and forwarding it to 
London is only a trifle compared with its total value, which is 
nearly £4 per ounce. Even silver of course compares very 
unfavourably with gold in this respect, so much so for example 
that in many of the United States silver dollars- are not in use 
at all, though they are the principal coin of the country, but 
are replaced in actual currency by paper dollars. It would be 
intolerable to have to carry about any large sum in silver. 

(2) Durability. Hence the value of gold varies- very little Durability, 
from time to time. Gold does not depreciate e.g. by rusting, 
though kept for an infinite time. It is therefore very desir- 
able for use as ornaments, and ancient Egyptian ornaments 
made of gold are in existence to-day which are six thousand 
years old, and are in almost as perfect condition as the day 
they were first worn. For the same reason gold and silver are 
the most desirable forms in which to keep treasure from one 
age to another, especially gold, which under proper conditions 
does not even tarnish with keeping. 
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Durability is very important for another reason. Gold, once 
it is U;und is not consumed, like wheat for instance. It remains 
more or less permanently in existence, though in the case of 
ornaments and coinage a certain proportion of its weight is 
gradually lost by wear in use. But on the whole, gold once 
brought into the world remains available for permanent use, 
with the result that each new supply is added to the existing 
stock, and the sum-total is constantly increasing. This has 
been expressed by saying that the world's supply of gold is 
a stock not a crop, and this is of the greatest importance in 
reducing the tendency to fluctuation in value which would 
result from variations in the supply if that were dependent 
upon the annual production. If wheat, for example, were used 
as money its value would vary enormously from year to year, 
Worid'sgoid according to the amount of each year's crop. But with gold it 

supply. , , , 

IS not so; the annual output though now very large is small 
compared with the accumulated total which remains from all 
the world's production throughout past ages. The annual pro- 
duction of all the goldfields in the world is now about twenty- 
three million ounces (troy) of fine gold, worth nearly a hundred 
million pounds sterling.^ Probably from one-half to two-thirds 
of this goes into coinage every year.^ But the total amount of 
gold in existence in the world as coin and bullion is estimated 
at over two thousand millions sterling,' so that the annual 
addition to the stock is less than five per <;ent. of the total. 
If the annual crop of gold were doubled it would only make a 
difference of four and a half per cent, per annum in the world's 
stock, which is of course considerable, but nothing at all com- 
pared with what the effect would be if the world were dependent 
on its annual supply of gold for its whole requirements. 
Uniformity. (3) Identity of quality There is no necessity for sampling, 
grading, or description of the quality of particular lots of gold, 
as in the case of wheat, cotton, or other goods. All pure gold 
is the same, and it is only necessary to ascertain the standard 
of the metal, in other words the proportion of alloy to pure 
' See Table I. 2 See Table II. 
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gold (for gold is scarcely ever handled in the absolutely pure 
state), in order to be able to state its exact value. There is no 
difference of quality between different samples of gold from 
different countries. All pure gold is the same. 

(4) Difficulty of counterfeiting. Imitations of gold are easily Difficulty of 
detected by a very simple and infallible test, and the exact Si™." 
ascertainment of its standard by assaying is comparatively easy. 

(5) Gold and silver are very easily handled from the point of 
view of the mechanical difficulties of producing a good coin. 
They are easily melted down, beaten, rolled, or drawn out into 

thick or thin sheets, pieces, or wires. In technical terms they Mechanical 

possess great fusibility, ductility, and malleability. They are ^ ™°'^s^^' 

also almost infinitely divisible. A piece of gold can be beaten 

out into a layer so thin that it would be blown away by a breath, 

and this foil may be cut up into the most minute pieces, yet the 

whole thing can be brought together again and melted down 

irito an ingot of the original weight. Compare this with a Divisibility. 

diamond, for example, the value of which disappears completely 

when it is cut up, or with the difficulty of handling harder 

metals such as platinum. These were found so difficult as 

coinage material that they finally had to be abandoned even 

by Russia, which had the advantage of producing the metal 

in her own country, and made great attempts to introduce 

their use. 

(6) Stability of value. In this respect it will be found that stability of 
the precious metals are far from perfect as a means of exchange, 

yet they are probably much better than anything else yet 
discovered. The comparative scarcity of gold prevents its 
value being completely demoralized by great discoveries, and 
even if such were made, it is doubtful whether the cost of 
production would be very much lower than at present. Of 
course, if some chemical process of making artificial gold could 
be discovered which would produce tons of gold out of some 
inferior substance it would completely destroy the value of the 
invention by depreciating the value of gold through its super- 
abundance ; but it is a striking fact that though nothing in the 
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world's history has led to greater effort from the earliest times 
than just this search for the philosopher's stone, not the slightest 
success has rewarded all these efforts. The world is still depen- 
dent for its gold supplies upoii the hard won product of the 
miners in countries which are all distant from civilization and 
mostly very inhospitable, and the cost of getting it out is 
high in human life and sacrifice, as well as in mere labour and 
Cost of machinery. The co"st of production of gold is therefore likely 
of gold. to remain fairly high; and by one of the peculiar compensations 
of economics the very fact of an excessive supply of gold serves 
to some extent to increase the cost of production of further 
gold, and so tends to check the increase of the supply. To 
explain this fully involves anticipating the argument of the 
next chapter, so that it must suffice at the present stage to say 
that the general effect of an increased supply of gold is to raise 
the prices of all kinds of commodities throughout the world ; 
this inevitably affects the prices of machinery and human 
labour and all the other essentials which go to make up the 
cost of production of more gold and makes it less profitable 
to produce gold.' Thus the increased supply of gold tends to 
check itself; but this influence must not be regarded as of any 
great importance, because it only affects the supply of gold and 
that very slightly. The other influences which affect the value 
of gold are of much greater weight than its cost of production. 

It is again a matter of great historical and social interest to. 
trace the gradual development of the modern form of coined 
money which is so generally adopted throughout the world, for 
there is really astonishingly little difference between the chief 
types of coins in use in all the different countries of the world. 
Most of them are round and flat, covered with designs or 
lettering, and with milled edges, except in the case of coins of 
inferior metal. What is the explanation of the universal adop- 
tion of one common form ? 
Evolution of At first the precious metals were used in the form of ingots 
or small pieces of the metal, which had to be assayed and 
weighed in order to ascertain their value, a very cumbersome 

' See Chapter XVI. 
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process. Then the practice grew, probably among merchants 
travelling about the then known world from fair to fair, of 
making their ingots of a fixed standard of fineness, and putting " 
private marks upon them. Those who knew the merchant's Marked 

ingots. 

mark and had confidence in him, only required to weigh the 
ingot ; they could tak,e its standard for granted. It is interest- 
ing to note that in many cases these primitive coins bore a 
distinct resemblance to certain articles or commodities which 
had formerly been in customary use as means of exchange. 
Thus we find traces of small images of oxen in gold apparently 
in use as means of exchange in Egypt, and in China there 
were knife coins, which recalled the previous use of knives as 
the medium of exchange. It is hardly possible to draw any 
hard-and-fast line between these primitive ancestors of the 
idea of coinage and the first of what would be called coins in 
the modern sense of the word, for the process was not one of 
invention so much as of evolution. The small bean-shaped 
ingots, bearing one or more punch marks in the side, which 
were in use among the Lydian kings as early as 700 B.C. and 
probably also in China about the same time, are just the last 
stage before the emergence of the real coin. The first coins 
in the modern sense of the word were probably the early 
Greek coins such as those used by the Greek merchants in 
Naukratis in Egypt in the seventh century B.C. These were 
round and flat, and bore representations or symbols of the 
gods in high relief upon both sides. The later Greek coins in 
Egypt, especially those which bore the head of Alexander the 
Great, though these were not issued till after his death, were 
of extraordinary beauty, and the whole coinage of the Greek 
and Roman periods in Egypt provides an epitome of the 
history of the various rulers of the country in those days, Greek 
and Roman. Gradually they were working up to the modern Early Coins, 
form of the coin, and indeed the only thing they did not use in 
their coinage, which may fairly be claimed as a modern inven- 
tion, was the milled edge. Their coins had a bevelled edge 
which served the same purpose ; it enabled any one handling 
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the coin to see at a glance whether it had been much worn, 

or had been clipped or interfered with in any way. For that 

Object of is the whole secret of the modern coin; its object is to 

a Coin. , . -. , 

make it impossible to subtract anythmg from the metal 
content of the coin without the fact being immediately patent. 
That is why the coin is covered with designs over almost the 
entire surface of both sides, and the edge milled j the least 
attempt to scrape or rub off any of the metal must interfere 
with the design or the milling and be shown up at once. 

The final stage in the history of coinage is its adoption by 
the government as its exclusive business, for coinage has from 
very early times been regarded as the privilege of the govern- 
A govern- ment. Thus the government steps in and takes over the 
monopoly, making of the coins, marks them with its own mark, generally 
the portrait or superscription of the sovereign, and fixes the 
weight and standard of fineness of the gold contained in the 
coin, at the same time fixing the value of the coin accordingly, 
and making it legal tender, that is to say, making its acceptance 
compulsory. 

Hence Jevons's definition of a coin is An ingot of which the 
weight and fineness are guaranteed by the government, and certi- 
fied by the integrity of designs impressed upon the surface of the 
metaL Its universal acceptability is now based upon the order 
of the government, not upon the mere consent of the people 
to accept it, though that was originally based upon the intrinsic 
value of the coin. But the government has merely set its seal 
upon the convention already established by custom, and it 
remains to be seen later on whether the sanction of the govern- 
ment has in any way altered the real value or authority of the 
coin. 

GiDE, chap. iv. i. 

Jevons, Money, chaps, iii-vii. 



CHAPTER V 

THE QUANTITY THEORY OF MONEY 

The value of money is its purchasing power. — Quantity theory of money. — 
Variations of its purchasing power or general level of prices. — Index 
Numbers. — The meaning of Money. — Metallic money with full intrinsic 
value, Token money, Paper money, Bankers' money, and the Credit 
system. 

Before going on to deal more fully with the qualities and 
requirements of metallic coinage, and how it fulfils the functions 
of money, it is necessary to consider certain general questions 
affecting the position of money as the result of these different 
functions, especially the second, the common measure or 
common denominator of values. If, as already explained in 
previous chapters, all goods are, under a 'money economy' 
as it is called, exchanged not directly for each other but in the 
first place for money, it is natural to expect that some relation 
will be set up between the total amount of goods in existence 
at any given time which must be exchanged for money, and 
the total amount of that money which is available at the time 
to carry out the necessary exchanges. If there is a certain Money and 
quantity of goods which must be sold for money, and there 
is only a certain amount of money available to buy them with, 
then obviously the price of the goods, that is to say the amount 
of money obtainable for each commodity, will depend on the 
relation between the amount of money and the quantity of 
commodities. If there is plenty of money and not very many 
of the goods, each commodity will exchange for a large quantity 
of money, in other words it will fetch a high price ; but if there 
is little money and a great many goods the price of the goods 

D 2 
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will be very low. This is no new theory, but simply another 
application of the ordinary theory of value, namely, that the 
value of anything depends on the quantity of other things one 
can get in exchange for it, which depends as a rule on the 
relative quantity of the two commodities awaiting exchange. 
Obviously the same rule ought to apply to the case of exchange 
between commodities in general and the one commodity for 
which they are all exchanged, namely money. The value of 
money then, like that of everything else, should depend on the 
amount of it, or on supply and demand. 

In the first place, however, it is necessary to make clear 
what is meant by the value of money. The value of any other 
commodity is expressed by its price, which is its exchange value 
in terms of money. That of course is not. its real value, but 
merely a method of expressing its value in terms easily under- 
stood and comparable with those of other commodities. But 
obviously the value of money cannot be so expressed. One 
cannot express the exchange value of anything in terms of 
itself. The price of money — its exchange value expressed in 
terms of money — is an absurdity, which conveys nothing at all. 
To find out the value of money one must therefore do as in 
the case of other commodities, go behind the price which is 
merely the expression of their value, to the real value behind 
that price. The real value of any commodity is the quantity 
of other goods for which it can be exchanged. So it is with 
money: the value of money is the quantity of other com- 
modities for which it can be exchanged, but as all other 
commodities can be exchanged for money, it is more con- 
venient to say that the value of money is its purchasing power. 
Now the purchasing power of money obviously depends upon 
the general level of prices ; if prices of all commodities are 
high it means that a certain amount of money will not go so 
far in the market as it would if prices were lower. What then 
is it that regulates the general level of prices, and so controls 
the purchasing power of money ? 
As already stated, the value of money is like everything else 
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in that it depends on the supply and demand. The supply of 
money consists in the first place of the quantity of metallic 
coinage which is in circulation as the medium of exchange. 
It will be seen shortly that that is by no means a complete 
definition of the money supply, but it may serve the purpose 
in the meantime. On the other hand, the demand for money 
is only measurable by the number and value - of the exchanges 
which have to be made of goods for their prices. Obviously 
this depends primarily on the quantity of the goods concerned, 
and so it may be generally stated in the meantime that the 
demand for money depends on the quantity of commodities 
produced which require to be exchanged for money. Putting 
these two together we arrive at the definite statement of what 
is known as the Quantity Theory of Money that the genera/ Qa&ntity 

J r ' r . ■ » • Theory of 

level of prices depends on the atnount of money tn arculation ; Money. 
it varies with the relation or proportion between the total amount 
of money in circulation and the total amount of goods or commo- 
dities in existence which must be exchanged for that money. 

Notice next that theoretically it does not make any difference 
to any one whether the general level of prices is high or low. 
Money is only a means to an end, the exchange of goods for 
each other, and theoretically it does not matter how much of 
the money is used in the double exchange ; what really matters 
is the amount of each commodity exchanged, that is to say, the 
relative value of the two commodities compared with each 
other, regardless of the standard of comparison used. Thus 
if it is necessary to know which of two men is the heavier, 
it does not matter whether their weights are measured in terms 
of pounds or kilograms. The unit of weight used will not 
affect the relative weights of the two men. In the same way 
it may be said that the general level of prices is of no impor- 
tance to any one, because it makes no difference in the real 
values of commodities. A general rise or fall in prices theo- 
retically makes no difference. 

It may be well to point out here a very common confusion 
of terms. It is customary to speak of a general rise in values, 
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Prices w. when people say that the value of everything is rising. But 
a rise in the value of everything is a contradiction in terms, 
because value is only relative, it means that one thing is worth 
so much more or less of another. If then the value of one 
thing rises it must mean that the value of something else in 
respect of that first commodity has fallen. Both cannot rise 
at the same time. The confusion arises from the fact that the 
prices of two things may both rise ; but that does not affect 
their values in relation to each other, which remain the same. 
If the one was worth two of the other before, and the prices of 
both are doubled, the one will still be worth two of the other. 
What is really meant by those who speak of a general rise in 
values is only a general rise in prices, which is not the same 
thing at all. A general rise in prices means that the value of 
everything except one has risen. That one is gold or money. 
It means that the value of gold, which is its purchasing power, 
has fallen, while the value of all other commodities in terms of 
gold, which is their price, has risen. A general rise in prices 
means that the amount of gold for which other commodities 
can be exchanged has risen. One gets fewer commodities now 
for the same amount of gold : in other words, the value of gold 
has fallen. 

Theoretically therefore the value of gold makes no difference 
to any one, because it does not matter to the world whether the 
general level of prices is high or low ; but what does matter is 
the process of rising or falling of the general level of prices, 
that is to say, the change from one general level of prices to 
another. Theoretically again even this should not matter if 
all prices rose or fell simultaneously and proportionately all 
round, because no one would be any the worse or the better. 
But that is just what they never do. Owing to various causes, 
which may be summed up in the term economic friction, there 
are always some people who suffer in a period of transition 
because they are less able to defend their economic position. 
It takes time to make changes, existing contracts must be 
carried out till they expire, customary prices and rates of 
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wages are very slow to change, eyen when it is clear that other 
things are changing, and the result is that there are always 
certain classes who tend either to gain or lose by a change in 
the general level of prices. For example, such a change affects Effects of 

i_ 1' • • f 1 ^ 1- • changing 

the relative positions of debtor and creditor, because it means prices. 
a change in the value of money during the period which elapses 
between the granting of the loan and its repayment If a manu- 
facturer borrows £1,000 to put into his business to be repaid 
ten years later, the only thing he can do with the money is to 
buy with it something which he requires for his business, say 
raw materials, and these are in due course manufactured and 
sold as finished goods, for which he receives a certain price. 
At the end of the ten years all prices have risen, including 
those of the manufacturer's commodities. As the time for 
repayment approaches he must sell £ 1,000 worth of his goods 
to pay his debt, but owing to the rise of prices he will not 
require to sell so many goods now as he would have sold for 
£1,000 ten years ago. Fewer goods will therefore pay his 
debt now than he was able to make out of the original sum 
borrowed. He has gained by the rise of prices, because the 
value of the money repaid is lower than the value borrowed, 
though the sum is the same. The value of money has fallen. 
When prices fall the position, of course, is just reversed. Thus Debtors and 
rising prices are good for debtors, and bad for creditors, and 
vice versa. In the same way the change in the purchasing 
power of money obviously affects all people with fixed incomes, 
or those whose rate of remuneration is fixed by custom and. 
is slow to change. Thus the "wages of the workers and the 
salaries of the middle and professional classes are very slow to 
move in times of changing values, and these classes gain 
greatly by falling general prices and lose by rising prices. 
Their real income moves in proportion to the rise or fall of 
prices in general, but in the opposite direction. This, for ex- Fixed 
ample, is being very seriously felt by all classes just now, owing ""=°""=^- 
to the rapid rise of prices especially since the war. In England 
in August, 1 918, a sovereign would only buy as much as could 
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have been bought for about Si'. T,d. before the war. In four 
years prices had risen 144 per cent, (see Table VI). 

What matters, then, is not the actual position of prices, but 
the movement up or down of the general level of prices, and 
in modern times great attention has been paid to evolving 
methods of calculating the rise or fall in the general level of 
prices. For obviously it is not easy to say how the general 
level of prices is moving when many items are going up, but 
some are steady, or perhaps even going down. The method 
now in use is known as that of Index Numbers. A large 
number of commodities in general use being selected, the 
price of a certain quantity of a particular quality of each com- 
modity is ascertained. Later on, say at intervals of a month 
or a year, the price of the same quantity of the same quality of 
each of the commodities is again taken, and the new figure in 
each case is compared with that formerly recorded. The 
difference is calculated as a percentage, and the total of 
these percentages indicates the movement of the general 
level of prices. There are of course many different methods 
of calculating Index Numbers, and many intricate points of 
detail to be considered,— for these, reference must be made 
to a special text-book,' — but the general method is the same 
and the results are always very similar. There are three 
main Index Numbers much used in England, namely Sauer- 
beck's, published in the Statist ; that of the Economist, pub- 
lished monthly; and the Government Index Number, which 
is prepared by the Board of Trade. It is interesting to note 
the general effect indicated by them all, as shown by Table V in 
the Appendix. Since 1873, for example, they provide illustra- 
tions of both a great fall and a great rise in the general level 
of prices. From 1873 onwards prices for over twenty years 
fell very rapidly, and on the whole steadily, till about 1896, 
when a change began which has recently become very marked. 
Thus the Board of Trade Index Number which was 151-9 in 
1873 fell to 88-2 in 1896, and has since risen again, till in 
1913, the last year before the war, it was 116-5. Since the 

* e, g, Layton's Introduction to the Study of Prices, Appendix A. 
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war the rise of prices has been very severely accentuated, but 
for reasons which are not altogether within the scope of the 
quantity theory of money. 

Of the two evils of falling and rising prices the former is 
probably the worse, because a general fall of prices causes 
great depression of trade, and introduces an element of uncer- 
tainty into the calculations of the manufacturer which is most 
injurious to trade. On the other hand, a steady rise of prices Failing and 

. . ' rising prices. 

while It encourages trade is apt to lead to over-activity, undue 
inflation of prices, and speculation which generally ends in 
a collapse and a financial crisis. Further, the effect of a serious 
rise of prices upon the wage-earning classes and generally upon 
those whose economic position is weak, may be very disastrous 
by cutting down their standard of living, which is already too 
low, and reducing them to a condition which is not merely 
a disgrace to humanity but is also a positive menace to society 
in the fact that it produces conditions under which vice, crime, 
and disease flourish. 

What is wanted above all things is neither rising nor falling 
prices, but steadiness of the general level of prices, that is to 
say stability of the value of money, and that is just where the 
world's present monetary system falls short of perfection. 
Herein lies the answer to the question propounded in the first 
chapter as the main thesis of this book ; the system of money 
prices does, in times of transition from high to low prices or 
vice versa, produce an actual distortion of values through 
inequality of the rate of movement of prices of different com- 
modities. If one class of prices (and it must be remembered Distortion 

, . ... ..... . „ ... of values. 

that prices include wages or incomes) is rising rapidly, while 
another, remains steady or rises slowly, then the relative value 
of these commodities or services is being altered by the changes 
of our monetary system. The quantity theory of money is 
therefore the essence of the whole question round which this 
book revolves, viz. the mechanism of exchange and its effect 
upon values. It becomes necessary then to inquire more fully 
into the quantity theory and the line of this further inquiry 
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may be indicated as follows : According to the theory the 

general level of prices depends on the quantity of ' money ' in 

Quantity of circulation. But there are many different kinds of money in use 

money '■ , . , 

m the world, and metallic money, especially gold, is only a very 
small proportion of the total. It must not be assumed there- 
fore that the quantity of metallic coinage in circulation, still less 
the quantity of one particular coinage, say gold, has any direct 
and proportionate effect on prices. In the first place we have 
no definite knowledge of the amount of gold coinage in exis- 
tence in the world. All we can do is to take the totals of 
certain known stores of gold e.g. in certain banks and State 
treasuries, and estimate the rest. Again our information as to 
the world's annual supply of gold is fairly accurate, but we have 
no very definite information as to how much of that is used for 
coinage purposes and how much for other uses, such as gold 
watches and ornaments ; that side of the demand for gold can 
only be estimated. 

But even if we had exact information as to the quantity of 
all the different metallic coinages in circulation in the world we 
should still be very far from being able to apply the quantity 
theory with any approach to definiteness, because there are so 
many other things to be taken into account. Suppose for 
example that in one place or country, owing to the development 
of the conveniences of exchange, the concentration of markets, 
and the habits of the people, the turnover of trade is very much 
quicker than in another district, so that the same piece of 
money performs many acts of exchange in the course of a day 
Rapidity of passing rapidly from hand to hand. Obviously from the point 
of view of the quantity theory that will have just the same effect 
as if there were many pieces of money each of which merely 
passed from one hand to another and remained in the possession 
of its second owner all day. This then points to the question of 
' rapidity of circulation', which is a factor of great importance in 
the effective amount of money. Again, there are many different 
kinds of money, all of which require to be taken into account 
in discussing the quantity of money. First of all there is the 
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standard coinage of the country, usually gold nowadays in most 
countries, which possesses full intrinsic value, that is to say it 
would be worth as much at a goldsmith's shop as a piece of 
bullion as it would be in any other shop in exchange for goods. 
But there are also many other kinds of money which are called 
generically ' token money ' which possess much less intrinsic 
value than their face value, such as silver, nickel (in every 
country except England), and copper. These as most people Token 
know are not worth, as metal, nearly their full legal value as 
coins, yet they pass current every day at their full face value 
without question. In other words, it has gradually been realized 
that full intrinsic value is not essential to the utility of a coin as 
a means of exchange, if certain other requirements are complied 
with, and it will be necessary to consider carefully what these 
requirements are and how far token money can thus take the 
place of its more intrinsically valuable companions. Still more 
startling when the truth is realized is the fact that in modern 
civilized communities certain slips of paper which are called 
paper 'money', though they possess no intrinsic value whatever, 
do as a matter of fact pass current from hand to hand in exchange 
for valuable goods. They are currency in fact, or money of a Paper 

• *- 1 1 i- 1 • ■ , money. 

sort, and the question of how they perform this apparent miracle 
and the conditions of their issue, especially as to their amount, 
must be carefully studied, for obviously if money can be made 
out of paper to an unlimited extent it is waste of time and 
trouble to use gold as money, and the amount of gold brought 
to light in the world every year does not matter at all. Further, 
bankers and other financial men have gradually brought into 
use certain ingenious methods of doing money's work without 
the use of any actual money at all, e.g. by the use of cheques, 
bank drafts, bills of exchange, and so on, which are all included 
in the general term ' bankers' money ', and these carry us into 
the mysterious realm of ' credit ' which in the modern financial 
organization of the world means paying our debts by a system 
of set-off or contra account. 

But from the point of view of the quantity theory of money 
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all these different kinds of money or expedients for doing 
without money must be taken into account as money of one 
sort or another, and the question comes to be whether, in view 
of this enormous mass of ' money ' other than gold, it really 
matters much what quantity of gold money is in existence at 
all. What are all these different kinds of ' money ' ; how do 
they come to fulfil the requirements of "money as the means of 
exchange, and what is their relation to real money, that is to 
say, to the full intrinsic value money which in most countries 
nowadays is gold only ? First, then, it is necessary to consider 
the essential qualities of a standard coinage, for that is the 
name given to the full intrinsic value money of any country. 

GiDE, Book II, chap, iv, sees. 2-3. 

Irving Fisher, The Purchasing Power of Money. 

Lavton, Initoduction to the Study of Prices, 

Note, The following is suggested as a Classification of Money for 
future use throughout the text : 

Gold standard money possessing full intrinsic value. 
Token money (silver,' nickel, or copper) possessing only 
I. Currency < partial intrinsic value. 

Ban^l^'tes^ 1 Possessing no intrinsic value at all. 

II Credit (Cheques, Bank drafts. Letters of Credit, Bills of 
Paoers ' ^'"^hange, Promissory Notes, Deposit Receipts, and 
^ (all other forms of ' Bankers' money '. 

* Silver ma^r be ' standard money*. 



CHAPTER VI 

THE QUALITIES OF GOOD COINAGE 

Intrinsic value and legal tender value.— Right, weak, and strong money. — 
Free mint and mint price. — Gratuitous coinage. — Brassage and 
seigniorage. — Gresham's Law. — Token money. 

It has been seen in Chapter IV that the adoption of money 
as the universal means of exchange is the result of custom ; it 
requires the 'gradual development of a general agreement to 
accept the coins in payment of debts. Then the government Legal 
steps in, guarantees the weight and standard of the metal con- 
tained in the coins, and compels the public to accept them in 
payment of debt at a certain value, that is to say, it makes the 
coins legal tender. This raises a new difficulty. The coin 
has now two values, (i) its intrinsic value as a piece of bullion, 
which depends on the market value of the bullion, and (2) its 
legal tender value, which is fixed by the government. 

These two must always be the same, because if the bullion 
value is greater than the legal tender value, that is to say, if 
the coin is strong, it will be melted down or sold by weight as 
bullion, and the coinage will disappear. If, on the other hand, 
the coin is weak, that is to say, if its bullion value is less than 
its legal tender value, then the government is defrauding its 
subjects by trying to make them accept the coin at a value 
greater than its real value. The terms ' strong ' and ' weak ' are strong and 
preferable to those formerly used, ' heavy ' and ' light ', because ^^ '"""^y- 
it may happen that the heavier of two coins is actually the 
weaker on account of the greater proportion of alloy which it 
contains. The government then must see to it that the coins 
are kept 'right', that is to say, that their bullion values 
are always equal to their legal tender values, no more and no 
less. But it is very difficult to do this. For while the weight 
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of a new coinage may be carefully calculated at the time of 
issue, so that it may be exactly right, yet the bullion value of 
the metal it contains may change, because the bullion is 
a commodity which has its market price. This price depends 
on other considerations besides the demand for coinage, for 
example, on its use in trade or the arts. Thus the government 
must either be constantly re-coining and altering the weight of 
the coinage to suit the changing value of the bullion, which is not 
practicable J or else some means mustJse discovered of preventing 
the fluctuations of the market value of the bullion. This is 

FrceminL done by what is called the open or free mint. The govern- 
ment fixes a certain price which it is willing to pay for gold of 
a certain standard, that is to say, it undertakes to coin any 
quantity of bullion that the public may bring to the mint into 
coins at a certain fixed number for a specified weight of gold. 
For example, the English mint will coin any number of ounces 
(troy) of gold of twenty-two carats standard, that is to say 
eleven-twelfths fine, into sovereigns at the rate of 1869 
sovereigns for 480 ounces of gold. In other words, the mint 

The^priceof price of English standard gold is £3 17^. io|<f. per ounce 
(troy). 

It is interesting to notice how this peculiar figure was 
adopted as the basis of the world's price of gold, for such it 
has become. The explanation goes back to the very beginnings 
of the modem history of coinage in the seventeenth century in 
England. At that time a great change was coming over the 
opinions of business men and foreign merchants as to the 
policy to be adopted in regard to the precious metals. In the 
days before the discovery of America by Columbus the precious 
metals were becoming increasingly scarce throughout Europe. 

Its history. The Supplies had originally come from the East in the times of 
the Greek and Roman conquests, and these had been gradu- 
ally depleted by wear and loss until in the period between 'say 
the thirteenth and fifteenth centuries every nation in Europe 
was struggling to obtain and retain for itself a sufficient supply 
of the coveted bullion. The result was the existence in every 
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country of a mass of legislation prohibiting under the most 
stringent penalties the export of any of the precious metals ; 
but the frequency of these enactments in itself shows how in- 
efficient they were to prevent the trade. The discovery of the 
New World, however, with its enormous supplies of silver and 
gold changed the whole situation, and gradually men's views 
on the proper method of regulating the movement of bullion 
between different countries began also to change. When the 
East India Company received its Charter on 31st December, 
1599, a clause was inserted conferring upon the Company the 
right to export bullion, and this became one of the chief 
charges made against the Company in later controversies. 

Early in the seventeenth century a strong school arose of 
men who came to be known as the Mercantilists and who The Merean- 
advocated an entirely new view of trade, namely, that the only 
way to protect the nation's supplies of bullion was to regulate 
trade in such a way that there would always be a favourable 
balance of trade, which to them meant an excess of exports. 
This was looked upon as desirable because it meant that other 
countries would require" to pay for the excess in gold or silver. 
Thus the Mercantilists, whose views to this day colour the 
terminology of the foreign exchanges^ were in reality not 
reactionists but advanced reformers who stood for the 
economic principles of free trade rather than the traditional 
policy of protection which came later on to be associated with 
their name. One effect of their arguments was seen in 166? The 1663 

Act 

when England, first of all the world, passed an Act allowing 
within certain easy limits the free movement of bullion out of 
the country, and to this, as will be seen later on, was largely 
due the early supremacy of England in the world's financial 
affairs. This Act was immediately followed by an entire 
reconstruction of England's own coinage, which was then in 
a very bad state. At that time the standard coinage of Eng- 
land, like that of every other country in Europe, was silver; 
a pound Troy of standard silver contained ri oz. 2 dwts. of pure 
silver and 18 dwts. of alloy and was coined into 62 shillings, 



48 THE MECHANISM OF EXCHANGE 

or in other words the price of Engh'sh standard silver was 
Thesiiver 5J. zd. per ouncc or 62 shillings per pound troy, which con- 
tains only twelve ounces. Under an Act of 1663* gold coins 
were introduced which were officially known as ' Unites ' or 
' broad ' pieces, but soon came to be popularly known as 
Guineas, because they were made from gold brought from the 
territory of the Guinea Company in West Africa. Forty-four 
and a half of these new pieces, which were declared to be 
worth twenty shillings each, were to be made out of a pound 
troy or twelve ounces of standard or ' Crown ' gold, which was 
to contain twenty-two carats of gold to two of alloy, that is to say 
Tiic Guinea, it was the modem standard of eleven-twelfths fine. Accord- 
ing to this the standard gold would be worth — — ' = 

£3 i4i-. 2d. per oz. This fixed price, however, turned out to be 
much less than the real bullion value of the new coins in com- 
parison with the silver coins, which to make matters worse 
were very much clipped and worn, and the new coins quickly 
showed a tendency to disappear from circulation, being melted 
down or sold for export at their bullion value. To meet this 
difficulty the price of the guinea was gradually raised until it 
finally touched 30 shillings. 

In 1696, England, under the advice of the philosophers, 
Locke and John Lockc and Isaac Newton, entered upon a great re-coin- 
age scheme which for a time righted matters again, and the 
price of the guinea fell to 2 if. dd., at which it was officially 
fixed, thus marking the first step on the part of England 
(though it was probably unintentional) towards establishing 
a fixed ratio between the values of gold and silver bullion. 
But still the price was too high, and in 1717, Sir Isaac Newton 
being then Master of the Mint, the guinea was reduced to its 
well-known value of twenty-one shillings, at which it remained 
as long as it continued to be a part of the English coinage. 
Incidentally this fixed the modern price of English gold, 
because if twelve ounces of standard gold were still coined into 
' See Dana Horlon, The Silver Pound, p. 229. 
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44^ of these coins, which were now officially declared to be 
worth £1 IS. each, then obviously one ounce was worth 
a twelfth part of 44^ guineas, namely £3 17^. lo^d. The 
modern English sovereign, it may be mentioned in passing, was 
not introduced till 1816, when the guinea disappeared. 

There has then been a free mint in England for sold coinage Free v. 
smce 1606,' but a free mint does not necessarily mean that the mint, 
government does the work of coinage without any charge. 
This is called gratuitous coinage, and England is the only country 
that does so. Most countries charge the cost of coinage, called 
brassage, and sometimes an extra profit called seigniorage.'' Brassage 
The latter, however, is very often used to include both the seigniorage, 
actual cost of coinage and any extra profit that may be made. 

The result of the English system of gratuitous coinage is that 
the English sovereign is the only coin in the world which is 
absolutely right. A very little consideration will serve to show 
how the free mint keeps the coinage right. It is obvious that 
if the government is prepared to buy any quantity of gold at 
the price of £3 17.^. lo^d. per ounce, no one will sell gold for 
less than that price. On the other hand, if any outside Effect of 
merchant were to offer more than the mint price he would have ^'^ °""'" 
such a quantity offered him, sovereigns being melted down 
and sold to him at a profit, that he would soon cut down his 
price again. Besides, why should any one offer more than 
£3 17^. io|<f. for gold when he can get it at that price by 
simply melting down new sovereigns ? Thus the mint price of 
gold, which is the same, considering the differences of 
standard, in all countries, has practically fixed the value of 
gold bullion all over the world, so that the price never varies 
more than a small fraction per ounce. 

Incidentally it must be explained that as a matter of fact 
the actual price of standard gold in the London Bullion 
Market fluctuates round £3 17^. gi/., not £3 17^. \o\d. as 
already stated. The reason for this is as follows : As a The Bank 
matter of fact it is not the custom in England for any one 

» Ibid., p. 230. ' See Table IV. 
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to take his gold to the Mint itself and have it coined on his own 
account. Though any one is entitled to do that, in practice 
it has been found more convenient that the Bank of England, 
which is in reality though not in name the Government Bank, 
should act as agents for the Mint in receiving bullion for 
coinage. Any one who has bullion for sale, therefore, instead 
of taking it to the Mint and leaving it to be coined at their 
convenience, which would mean a considerable delay, takes 
it to the Bank instead and receives the corresponding amount 
of sovereigns at once, or at least as soon as the gold has been 
weighed and assayed to prove its standard. This is not only 
a convenience to the owners of the bullion, but it also saves 
them the delay of coinage, and time means money, because 
the value of the gold would be just so much uninvested capital 
while it lay at the Mint waiting to be coined. Though this 
sounds a very small matter yet it is really quite an important 
consideration, and the owners of bullion are quite willing to 
pay for it. The Bank therefore by arrangement pays only 
£3 17J. 9^. per ounce or i^d. per ounce less than the statutory 
price, and this forms at once the remuneration of the Bank 
for its trouble in the matter and some recompense to the 
Government as owners of the Mint for their loss of interest 
on capital. Thus as a matter of fact the Bank has become 
in a sense an agency of the Mint and the bulk of the bullion 
lies in the Bank safes uncoined until coinage is required, when 
it is taken out and forwarded to the Mint. 

So far then for the gold coinage of England, but the matter 
becomes much more complicated when it is remembered that 
every country requires more than one coinage ; for example, 
they must have silver and copper coins as well as gold. Now 
to fix a mint price for silver is essentially a different operation 
from that of fixing a mint price for gold, which only means 
fixing arbitrarily the weight of the standard coin, or the 
number of coins to be made out of a certain weight of standard 
bullion. As already pointed out, it was mainly the result of 
an accident that the present price of gold was fixed, or in 
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other words that 46-725 sovereigns are made out of a pound 
troy of gold. Had we to begin oyer again with a new 
coinage it is probable that an even number, say fifty, would 
be selected, which would mean that the price of gold would 
be raised to £4 3^. 4^. per oz., but it would not make the 
slightest difference in the value of gold, that is to say its 
purchasing power. For it cannot be too often repeated that 
the mint price of gold is not its real value, but merely its 
price or exchange value in terms of itself, which of course is 
not an exchange value at all. The real value of gold is its Value of 
purchasing power, its value in exchange against all other silver?' 
commodities, and that varies frequently, quite regardless of 
the price of gold which, being purely arbitrary, remains fixed. 
It is just the same as if for some reason it were decided that 
in future there should be only ten inches in a foot instead of 
twelve; this change of the standard of measurement by in- 
creasing the size of an inch would not make the slightest 
difference in the length of anything, but merely in the terms 
used to express that measurement. The mint price of gold 
therefore is merely the result of an arbitrary decision which 
means nothing and has no effect whatever upon its value. 

The mint price of silver, on the contrary, is a real value, its Mint price 
value in exchange against gold, and through gold against all 
other commodities. But this exchange value of silver is 
already fixed by the market according to the forces of supply 
and demand. To fix an arbitrary mint price for silver is 
therefore impossible ; it must be in accordance with the actual 
market value. This could be done well enough; but the 
difficulty is to maintain the price, once fixed, in accordance 
with the market value, because that market value fluctuates 
frequently and considerably, and, unlike those of the value 
of gold, the fluctuations in the value of silver are clearly seen, 
because they are shown by its price in terms of gold. The 
price of silver is a real price, its price in terms of another 
commodity. Thus the fact that the price of gold does not 
vary, disguises the fact that its value varies, because the 

E 2 
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variation is shown in an inverse way by the variation of prices 
Fluctuation of Other Commodities. When the value of silver varies, the 
variation is shown at once by its'price in terms of gold, that 
is to say by the amount of gold which must be paid for an 
ounce of silver. This has varied for example from 62-^gd. 
per ounce in 1859 down ta as low as 2ii^</. per ounce in 
1903,^ and in 1917 it rose again as high as 55^. per ounce. 
These fluctuations in the value of silver are even larger and 
more frequent than those of gold because, in the first place, 
the supplies of silver are much larger and more variable than 
those of gold, and, second, because the uses of silver in trade 
and for industrial purposes form a much larger proportion 
of the total requirements than in the case of gold. A very 
large part of the total annual production of gold, say one-half 
to two-thirds, is bought up by governments for use as coinage 
or gold reserves ; but the proportion in the case of silver is 
very much less. In the case of copper and nickel a mint 
price is for similar reasons altogether impossible. The price 
of these metals is fixed entirely by their value for industrial 
purposes, and the demand for coinage purposes is negligible. 

This, however, leads to a new difficulty. If silver coins are 
to be legal tender, then they must come under the same rule 
as gold ; their value must be kept right. If not, a still worse 
complication is introduced : if the silver is allowed to depre- 
ciate or become weak, it will cause the gold coinage to dis- 
appear out of circulation, and the same would happen in the 
reverse way if the silver were to become strong, the gold 
coinage would be relatively weak and the silver being appre- 
Gresiiam's ciated would disappear. This is called Gresham's Law, yiz.: 
that 0/ two coinages both circulating freely as legal tender in 
any country, the weaker always tends to drive out the stronger, 
or to put it more crudely, that bad money drives out good. 

This is at first sight a very hard saying, but a little con- 
sideration will show that it is only natural. The chief purpose 
for which coins are employed is the payment of debt. If 
» See Table IV and Chapter XVI. 
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both coinages are invested by law with the power of fulfilling Expi 
that function, and that is what is meant by saying that both 
are legal tendgr, then naturally people will choose the worse 
of the two for that purpose, in other words, they will give 
away the inferior and keep the better coin. For the other 
is better in this respect, that while the two are by law equally 
good for paying debts, there is another market in which they 
are not equally good, namely the bullion market or the gold- 
smith's shop. There the value of the gold is slightly better 
than that of the silver ; in technical terms there is a premium 
on gold. Obviously then the thing to do, is to use the gold 
coins as bullion and keep the silver for use in those other cases 
where it is just as good as the gold. The mystery therefore 
disappears when it is remembered that the disappearance of 
gold from circulation only means that people are keeping the 
good coinage and giving away the bad. It is only natural to 
keep the best^ Every one therefore uses the depreciated or 
weak money for paying debts, and keeps the good money for 
other purposes where its superior value is realized. 

A few illustrations of the circumstances under which oid 
Gresham's Law may come into force will make the matter '^°"' 
clearer. A very common case is where an old or worn 
coinage is in circulation and the government decides to re- 
place it by a fresh issue of new coins. Although the new 
coins are no better than the old as regards purchasing power, 
yet instinctively every one who receives the new coins tries 
to keep them. Suppose for example a man takes out a hand- 
ful of coins to pay an account, he will inevitably and almost 
without realizing what he is doing, pick out the old worn 
coins and leave the bright new coins — he prefers to keep 
them. The result when such a new issue takes place is at 
first sight paradoxical. Immediately the new issue is made 
it disappears, but the old worn coins are more in evidence 
thaii before, and unless the government calls in the old 
coinage as fast as it issues the new, the old coins would 
remain in circulation alone for a long time. This points to 
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one essential condition of the operation of Gresham's Law ; 
there must be enough of the weaker coinage to supply the 
currency requirements of the country or the good coinage 
will not disappear. A certain amount of coinage is required 
to carry on the daily business of the market, and if there is 
not enough of one coinage to do that work another will be 
employed to make it up. Thus as a rule it is only when 
there is a free mint for the depreciated coinage that Gresham's 
Law operates strongly, because then the mere fact of the 
depreciation tends to increase the supply of the weak coinage. 
Depredated As long as the mint is open it pays to coin the depreciated 
bullion into coins. This points to the second illustration of 
Gresham's Law where a depreciated coinage of say silver is 
in circulation as legal tender along with gold. Here the very 
fact of the depreciation and the free mint causes further de- 
preciation, because with a free mint it pays to take silver to 
the mint, have it minted into coins and use these coins in the 
market to exchange into goods and then into gold which will 
finally be turned into more silver bullion at its depreciated 
market value and again coined into legal tender coins at 
its full face value. Thus the depreciation is cumulative. 

A very peculiar illustration of the operation of Gresham's 
Law was seen in Egypt after the reconstruction of the coinage 
system in 1885. Under the old system which was preserved 
with only slight alterations there were in addition to the 
OoMin nominal standard unit of the coinage, the Egyptian pound, 
■gypt- three foreign gold coins which circulated freely in the country 
as legal tender at certain fixed tariff rates, namely the Turkish 
pound, the French Napoleon, and the English sovereign. 
But when the tariff rates of these coins were fixed in the time 
of Mohammed Aly, the government, probably not understanding 
the theory of coinage, fixed the tariff value of them a:ll too 
low, and they graded the tariff in a peculiar way so that the 
Turkish coin was the most undertariffed of the three, the 
French next, and the English least of all. Mark the effect of 
this peculiar discrimination. For many years it did not matter 
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much because there was no material quantity of gold of any 
kind in the country, and whatever did come in was eagerly 
sought after. But after 1885, owing to a variety of circum- 
stances, a large quantity of gold began to flow into the country, 
and immediately Gresham's Law came into play, but in a 
peculiar way. To begin with, there never had been any 
quantity of the Egyptian pound issued, nor was there now, 
so that the comparison lay between the three foreign coins. The English 
Of these, all were strong, as compared with the nominal ™™''"S"- 
standard coin of the country, the Egyptian pound, but the 
English was least strong, the French next, and the Turkish 
most of all. The result was that the English was weak as 
compared with the French and that as compared with the 
Turkish. In effect then the English sovereign was a weak 
coin as against two strong and it promptly drove the others 
out of circulation. If a parcel of French gold coins came 
into the country it immediately disappeared either back to 
France again or down to the Goldsmiths' bazaar, where it 
fetched its full bullion value or at least something nearer it 
than the fixed tariff or face value, which was all that could 
be got for it in ordinary shopping. This case again illustrates 
the necessity for an ample supply of the weaker money to 
displace the stronger and so do all the work. 

The most common case in which Gresham's Law can be Paper and 
seen to operate strongly is perhaps that of depreciated paper 
money circulating as legal tender alongside of metallic money 
especially gold. As will be seen .later on, the War has pro- 
vided a number of illustrations of this problem which has for 
so long been one to which most European nations at least were 
complete strangers. 

It remains to consider one more point in the working of 
Gresham's Law, namely, where does the good money go? 
In the first place it simply remains in possession of whoever is 
lucky enough to possess it, and rich enough to be able to keep 
it that is to say it is saved up or hoarded. If a man wishes to How the 
lay up a store of money he will naturally choose the newest goes. '°°"°'' 
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and best coins he can find. Egypt frequently offered a striking 
illustration of this habit, for when hard times came on and the 
fellaheen were forced to go to their hoards, it was remarkable 
how many gold coins turned up in circulation of old dates but 
in very good preservation. But in countries where people put 
their money in the bank instead of hiding it in a hole in the 
ground, the thing works out in a different way. Gold finds its 
way to the bank, and when the banks require to send money 
abroad, as they do frequently in payment of a temporary 
indebtedness of their customers to others in foreign countries, 
they naturally send the gold, because if they sent silver they 
would only receive credit for its bullion value, and its face 
value at home is more than that. Thus silver is kept for use 
at home and the gold is used to pay foreign debts, and so the 
good money goes abroad. 

Again, it pays to sell the good money as bullion, and this 
transaction can be combined with the former in a most 
ingenious way. As long as there is a free mint for silver in 
one country the bullion value of silver in that country cannot 
depreciate to any material eixtent, and the local value of silver 
bullion is artificially maintained there. But there is nothing 
of this sort abroad, with the result that silver is much cheaper 
there than it is in the country where it can be freely coined 
into legal tender money. What merchants do, therefore, is to 
turn all their silver into gold at home at the locally inflated 
value of the former, send the gold abroad and buy silver 
bullion with it at its true value, then have this silver coined at 
the home mint into silver coins at a considerable profit and 
change these again into gold in the course of trade. The 
effect is that rapidly all the gold disappears and there is 
nothing left in the country but silver. 

But it may be asked, why does this never occur in those 
countries such as England which do as a matter of fact use 
silver coinage as part of their currency. The answer is very 
simple. In such countries there is no free mint for silver. 
The government retains the coinage of silver entirely in its 
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own hands, and no one else can issue silver currency nor get 
silver minted into coins by the government. The government No free 

,1 1 . , , , _ , . . . mint (or 

thus makes a considerable revenue ' out of the seigniorage on its silver. 
silver coinage but not without incurring a serious responsi- 
bility : it must see that it does not issue too much silver or 
the silver would at once begin to fall in value or, as it is called, 
to depreciate. To preserve the right balance between excess 
and defect in this way is no easy matter, for either extreme 
is almost equally disastrous. An insufficient supply of silver 
coinage causes great inconvenience and loss to every one who 
wants change for gold. Naturally the government would not 
have too little intentionally, because to do so is simply throwing 
away the opportunity of making the seigniorage out of a further 
issue. But the consequences of over-issue are so serious that 
the government must be constantly on its guard against it, and 
must be ready at any moment to withdraw the surplus if sighs 
of over-issue appear. Yet with all the care possible, mistakes 
or miscalculations of this kind will inevitably occur even 
without a free mint for silver, and the risk of over-issue 
with a free mint would be so serious that the govern- 
ment must take other steps' to guard against it. The 
great danger is that if silver were legal tender with a free 
mint any depreciation of its market value would tend to drive 
the gold out of circulation and in a short time out of the 
country. To guard against this the obvious remedy is that Token 
silver must not be legal tender, and that its issue must be 
retained in the hands of the government ; and this, as a matter 
of fact, is the policy adopted by most Western countries. The 
silver coinage, and of course the same applies to the nickel and 
copper coinages, is only token money as it is called, its bullion 
value is less than its face value and it has only a very limited 
legal tender, which is from the point of view of economics no 
legal tender at all. In England, for example, payment in silver 
can only be legally enforced to the extent of £2, and copper 
to the extent of one shilling. It follows from the character 

1 See Table IV. 
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of token money that the mint is closed to the coinage ,of 
silver. 

This seems quite an easy way of solving the difficulty, but 
unfortunately it is not so easy as it seems, and in fact it is the 
cause of one of the greatest economic controversies that has 
ever raged throughout the world, namely that between the rival 
systems known as Monometallism and Bimetallism, which will 
be explained in the next chapter. 

GiDE, chap, iii, §§4 and S- 
Jevons, Money, chaps, viii-xi. 



CHAPTER VII 

BIMETALLISM 

The meaning of the question and its importance. — Insufficiency of gold 
alone for the world's currency requirements. — Instability of the value 
of gold. — DifBculties of national bimetallism. — The Latin Union and 
its history. — The position of India and America. — Possibilities of 
International Bimetallism. 

It is difficult now to realize that the bimetallic controversy 
once occupied the foremost place among economic contro- 
versies throughout the -world, so completely has the question 
apparently fallen asleep in these days. Yet the question still 
has its interest and its importance not merely as a part of the 
modern history of currency questions, but because it is almost 
certain to be revived again some day if the conditions of the 
world's supply of the precious metals and their use as currency 
return to anything like their former position. 

On the face of it the question does not seem of any great 
practical importance. Why should the whole civilized world 
have been divided into two bitterly hostile camps, over the 
apparently unimportant question of whether silver coinage 
should be legal tender or merely token money ? But though The con. 
that is all that the controversy amounted to on the surface, its ™''"^^' 
real meaning is something deeper and of much greater practical 
importance. It involves the fundamental principles of currency 
and is based on the Quantity Theory of Money and the whole 
question of the world's currency requirements and how thesei. 
are to be met. The pivot of the controversy is whether gold 
alone should be legal tender, or whether both gold and silver 
should be made equally available for the payment of debt 
without limit. If the double standard be adopted it follows 
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that some fixed ratio must be set up and maintained 
between the value of the two metals as bullion, this ratio of 
value corresponding with the relative weight of the standard 
coins of the two metals and the market value of gold and 
silver. For it is obvious that if twenty shillings are to be 
really worth a sovereign, then the weight of gold and silver in 
the two coins respectively must be so adjusted that the value 
of the silver bullion in twenty shillings will be worth in the 
market exactly the same amount as the value of the gold 
bullion in one sovereign. To secure this permanent rightness 
of both coins there is only one possible method. The weight 
and value of the two coins must be fixed upon some assumed 
ratio of value between the bullion of the two metals, and 
effective steps must be taken to enforce this ratio permanently 
upon the actual market values of the two metals. As we have 
seen, the only practical method of doing so is to establish and 
maintain a free mint for the coinage of both metals into the 
standard money at the fixed ratio. Thus the famous Classical 
Ratio of 15^ to I, which was finally adopted by France in 1803 
and maintained by the Latin Union till 1873, meant that the 
weight of pure silver contained in 20 silver francs or four 
five-franc pieces was exactly the same as that of the pure gold 
contained in 310 francs gold or 15^ Napoleons of twenty francs 
each, for the standard in France is the same for gold and 
silver — ^t^s fine. For seventy years the countries of the 
Latin Union maintained this ratio against the gradual adop- 
tion of monometallism by the rest of Europe ; and it was their 
acknowledged defeat in 1873, when they were finally forced to 
give up the struggle and close their mints to the free coinage 
of silver by the public, that produced the conditions which led 
to the controversy. The maintenance of a free mint for silver 
is the crux of the whole bimetallist position. 

The opposite view is that gold coins alone should be legal 
tender, silver being merely token money like nickel or copper, 
and that the coining of the silver should be retained entirely in 
the hands of the government. This is called Monometallism 
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or the Single Standard and is the system adopted by England, 
Germany, Japan, &c., and in effect now also by France and the 
Latin Union and by India. To understand the importance of 
the question it is necessary to study the history of the currency 
conditions which gave rise to it, and to see how the various 
countries adopted the alternative systems between which the 
controversy arose. 

It has been explained in the previous chapter how England 
was the first country in the world to allow the free export of 
the precious metals in 1663, and how the subsequent history 
of the guinea led England almost unintentionally to fix a tariff 
or ratio between gold and silver when in 17x7 the value of the 
guinea was fixed at 21s., at which rate it was made legal 
tender. This was equivalent to a ratio of about is|- to i. 
From this point England gradually and almost unconsciously History in 
drifted into the adoption of gold as its chief currency in "^^" 
place of silver. The first definite step was taken in 1774 
when it was enacted, owing to the very bad condition of the 
silver currency at the time, that silver coinage should only be 
compulsorily acceptable by tale or count up to a limit of £25, 
this being the first limitation ever placed upon the full legal 
tender value of silver coins. In 1798, during the Napoleonic 
Wars which had rendered necessary the suspension of gold 
payments by the Bank of England, the free coinage of silver 
at the English mints was suspended. Incidentally the result 
was that the silver coinage rapidly sank into a very bad state 
and became so deficient in amount that all sorts of token 
money were issued by banks and even private individuals, and 
large quantities of French silver coin were actually brought 
into the country to supply the deficiency, a very strange 
expedient considering that it was with France that England 
was then at war. It was probably the very bad state of the 
silver coinage and the appreciation of gold, due to this and the 
suspension of payments, which led men gradually to think of 
gold as the better coinage. At the same time the increasing 
wealth of England due to the development of her young 
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industries was making it necessary to handle a great deal more 
money in the course of business, and the inconvenience of 
silver with its low value and heavy weight was being increasingly 
felt. At any rate the fact is that when, after the war was over, 

Reform of the question of the reform of the currency came up in 1816, 
it was almost unanimously agreed that gold was the better 
currency for England in the future, and the Act of that year 
adopted this view. Under it the gold sovereign became the 
standard unit of the English coinage ; silver was reduced per- 
manently to the subsidiary position of token coinage, its legal 
tender being limited to £2, and the Mint was not reopened for 
its coinage. At the same time the bullion value of the silver 
coins was slightly reduced, for the Act provided that in future 
sixty-six shillings should be coined out of a pound of silver 
instead of the old rate of sixty-two. Thus England definitely 
and finally adopted monometallism. 

The adoption of the Classical Ratio of 1 5-1 to i by France 
is usually given as having occurred in 1803, but as a matter of 
fact the measure of that year was only the ratification of a 
previous decision made in 1785 on the advice of Calonne, 

Bimetallism Comptroller-General of the Finances. From 1803 onwards 

in Ffftnce. • • • 

the history of bimetallism lies mainly with France and her 
continental neighbours. After the early part of the nineteenth 
century, especially from 1820 onwards, gold was mainly appre- 
ciated, that is to say its bullion value was really higher than 
the fixed ratio of the French mints. The inevitable effect was 
that there was a very considerable coinage of silver at the 
French mints and a good deal of gold was exported, but its 
disappearance was comparatively little felt, as the large silver 
five-franc coins served the purpose fairly well. 
New gold The great discoveries of gold in California and Australia in 
supplies. 1848-45 changed the whole situation. The world's output 
of gold increased enormously,^ but the real meaning and effect 
of the increased supply were not realized for a considerable 
time even by experts. In France the gold Napoleons were 

» See Table I. 
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hailed with delight as the visible sign of the new Golden Age, 
and the Great Exhibition at the Crystal Palace in London was 
regarded as the celebration of the dawn of an unprecedented 
era of peace and prosperity throughout the earth. Gold was 
everywhere, to an extent which had certainly never been known 
before in modern history, and it was not for some time that 
suspicion was aroused as to the true meaning of this abundance 
of gold. What first made people realize it was the gradual 
dawning upon the people in France that their silver was 
disappearing. Then at last economists and financiers woke 
up to the real meaning of things. Gold was depreciating and Gold deprc- 

. . 1 .-, 1 . ■» T. ■ ciates. 

was dnvmg out silver under Gresham s Law. But it was not 
until 1865 that the continental countries fully realized not only 
what had happened but what was to be done to meet this 
unprecedented situation. In the meantime the Latin Union The Latin 
had been established by the formal decision of France, Italy, 
Switzerland, and Belgium in 1865 to arrange their currency 
systems definitely on the basis of a standard coin of equal 
value in every country, which would therefore circulate freely 
between the different countries. The franc became the model 
of all their coins, though Italy preferred naturally to retain its 
old name ' lira ' for the new coin, and of course each nation 
retained its own designs and inscriptions on its own coins. 
Greece also joined the Union in 1868. 

The problem which faced the Latin Union was one of great 
difficulty. Being entirely committed to their policy of bi- 
metallism they could not entertain the idea of abandoning legal 
tender and a free mint for silver, yet they could not possibly 
go on supplying coined silver for all the world to use as silver 
bullion, as India, for example, was doing then, at their expense. 
An ingenious compromise was conceived — it was first adopted 
independently by Switzerland in i860 — that they should reduce 
all their silver coins to mere token money, except the five-franc 
piece, and of course close the mint to these degraded coins. 
The effect was that the drain of the five-franc pieces abroad 1865. 
continued till the supply was exhausted, but the smaller coins 
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remained in the country and served every purpose of a silver 
coinage quite well j in other words, they provided the necessary 
change which is the chief function of silver currency nowadays, 
large amounts being generally paid in gold. 
The problem Al™ost before this remedy was put in force, however, the whole 
reversed. conditions of the problem began to change again in the reverse 
direction. New discoveries of silver in America in the early 
'sixties resulted in an increased output of silver,' which rapidly 
reduced the relative value of silver to a point below the 
ratio. Now silver was depreciated relatively to gold, and the 
action of Gresham's Law was reversed. The gold began to 
disappear, and Europe was flooded with silver. This was even 
more serious than the first difficulty. France could do without 
five-franc pieces but she could not do without gold, for in 
those days the modern use of paper money or bank-notes for 
the payment of large sums had not been fully developed. 
Things went on in this way for some time till the action of 
Germany after the Franco-German War precipitated the crisis. 
Germany had long been watching England's industrial and 
financial supremacy, and, rightly or wrongly, had come to the 
conclusion that her position was partly due to her adoption of 
gold coinage ; and Germany had evidently made up her mind 
Germany's to foUow that example at the first opportunity. The indemnity 
action. ^j. £200,000,000 which Germany extorted from France proved 
the opportunity. Germany stipulated for its payment in gold, 
and forthwith proceeded to throw upon the market huge 
quantities of her heavy silver ' thalers ', which were of about 
the same size and value as the five-franc pieces. 

The result ought to have been a foregone conclusion. The 
addition of this enormous weight of silver to the world's avail- 
able supplies, already so much inflated by the new stocks from 
America, and the withdrawal of Germany from the market as 
a consumer of large quantities of silver for currency, produced 
an absolute slump in the value of silver, and prices began to 
fall in a most alarming way. 

* See Table I. 
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The Latin Union were in despair. No sooner had they 
managed to circumvent one difficulty than they were forced to 
face round to the opposite extreme and devise some other new 
expedient. The double experience convinced them that it 
was absolutely impossible to maintain the double standard 
and their fixed ratio against such a combination of forces ; but closing the 
their difficulty was to discover a remedy which would meet the silver, 
situation without formally abandoning their bimetallic policy, 
for that had become a matter of national pride, and they were 
now especially reluctant to abandon it, because to do so would 
practically mean following the example of Germany. What 
they did finally decide upon was another ingenious expedient. 
They refused to abandon the five-franc piece, that being the 
only silver coin which retained its legal tender, but they closed 
the mint to its coinage. Thus in effect they ceased to be really 
bimetallic at all, because they have only one silver coin which is 
legal tender, and the mint is closed to its coinage by the public. 
Since then the system of the Latin Union has come to be known 
as the Limping Standard because it is neither the double 
nor the single, but something half-way between. In effect it 
is practically monometallism, but in theory the currency is 
bimetallic because both gold and silver are legal tender. 

But the action of the Latin Union was the last straw which 
broke the price of silver, and from 1873 onwards its fall, as 
will be seen from Table IV in the Appendix, was greatly 
accelerated. It was not for some time, however, that the world 
began to. realize that the currency question was more than 
merely a question for the producers of silver who were suffering 
by its fall. The price of silver was obviously falling to un- 
heard-of levels, but so was the price of everything else, and it 
was not for some time that it began to be realized even by 
economists that there was a connexion between the two facts. 
The Quantity Theory of Money is of course as old as theTooiitUe 
Greeks, but it was entirely new to the man in the street, and 
for many years it was received with nothing but ridicule by 
business men of every country, especially in England, where 
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the great financiers of the London Money Market simply 
refused to listen to it as a practical question. Gradually, 
however, conviction grew in thoughtful quarters, and the 
evidence became more and more convincing. The world's 
production of wealth of all kinds was increasing with unprece- 
dented rapidity, and more and more money was required to 
Fall of carry on the world's business of exchange. But the gold supply 
?"■=*'• remained practically stationary (see Table I and Diagram C), 
and silver was no longer available for the larger part of the 
world's monetary requirements, because in nearly all Euro- 
pean countries it had been in effect demonetized. The result was 
that there was not enough money in the world to do the increased 
amount of money's work required, and the effect was inevit- 
able ; what money there was had to be spread out thinner and 
made to go further. In other words, prices fell because 
money was scarce and less of it had to serve. Goods bad 
increased faster than money, and the quantity of money 
obtainable in exchange for a certain quantity of goods was 
reduced. Gold had appreciated again, and the general level 
of prices was falling. It will be seen from the Index Numbers 
in Table V in the Appendix how very far prices did fall from 
1873 onwards. 
The problem In the meantime, however, the problem was becoming 
specially pressing in India, which was directly affected by the 
fall in the value of silver, as a country possessing an entirely 
silver currency was bound to be. The value of the rupee at 
the original price of silver, 6z(/. per ounce, was two shillings j 
but its exchange value outside of India was being steadily 
dragged downwards by the fall in the world's market value of 
silver. The inertia due to India's enormous population, with 
its huge silver demand both for coinage and industrial purpose, 
and the existence of a free mint for silver, combined to main- 
tain silver artificially at a higher price in India itself. But the 
effect of the fall of the external value of the rupee upon India's 
foreign trade and her position in relation to other countries, 
especially England, was disastrous. All her revenues were 
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received in India in silver, but when her debts had to be paid 
abroad the silver fetched only its market value, which by 1893 
had fallen to about 35</., and this meant that the value of the 
rupee for foreign exchange purposes was only about is. id. The 
effect upon the financial position of the Indian Government 
especially as regards its foreign remittances was intolerable, for 
the loss on the exchange must in the long run fall upon the 
Indian tax-payer, who had to make up the annual deficits by 
taxation. Further, the position of the exchanges had a very Fail of the 
serious effect upon the position of India as an importing ^="=''»"£^'- 
country, though it is only fair to recall that the corresponding 
effect on the export side was entirely in India's favour. For 
the depreciation of the rupee meant that every importer had to 
pay more for his goods than their face value in rupees, while 
every exporter received a bonus on his trade, because he pro- 
duced his goods in India for rupees and sold them in London 
for gold, which when brought back to India exchanged for 
much more than its face value in rupees. But what did the 
greatest harm to India's foreign trade was the constant risk 
and uncertainty introduded by the fluctuations of the exchange, 
dependent upon the varying value of silver. There is nothing 
so bad for trade as such unsteadiness of prices, for merchants 
cannot afford to take risks unless they see their way to make 
a sufficient profit on the whole to cover their losses, and a little 
over to compensate them for the risk, and the public must in 
the long run pay higher prices to cover these risks. 

The position was rapidly becoming intolerable, and finally, in 
1892, the government appointed a Committee to inquire into the 
wholeposition. Theremedy suggested by the Committee's Report 
in 1893 was a heroic but most controversial measure. The only closing of 
way to stop the fluctuation of the exchange value of the rupee ' ^ ""'"" 
was to regulate the supplies of coined rupees, but they could not 
do that with a free mint at which any merchant in the bazaar 
could demand to have unlimited quantities of silver coined at 
the face value. They therefore decided to recommend the 
closing of the mints to free coinage, an apparently simple and 

F 2 
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harmless measure, which, however, involved the most serious 
consequences. For the fact of the existence of the open mint 
in India had always helped to maintain not only the world's 
price of silver but especially the actual price of silver in the 
Indian bazaars, and in India silver in the form of ornaments 
is practically the only available investment for spare capital. 
But the closing of the mints meant an immediate fall in the 
Indian price of silver to something more like the world's price, 
and, further, a severe fall of the world's price owing to the 
withdrawal of India's enormous demand for silver both for 
coinage and for use in industry. 

The result was that the government found themselves in 
a dilemma between two classes. If they let things alone 
the whole country through its government and its merchant 
system would be ruined. If they closed the mints, the country 
would be saved at the expense of the holders of silver whose 
store of invested capital would be reduced in value by at least 
one-third. Faced with the choice between two alternatives, 
which inevitably meant serious loss to one class or another, 
they finally decided that those who would lose by the fall of 
silver were less to be considered, or were better able to bear 
the loss, than the others who would benefit by the closing of 
the mints. The measure was bitterly criticized at the time and 
for many years afterwards ; but the opposition apparently has 
now died down. It was very clearly brought out by the Indian 
Currency Commission of 1913-14 that whatever may have been 
the depth and extent of the feeling against the closing of the mints 
in 1893, there is practically no difference of opinion now that the 
measure had in effect been justified, and hardly any one would 
now suggest its repeal. Since 1893, then, the rupee has been arti- 
ficially maintained at its new value of is. 4d., or fifteen to the £, 
which is equivalent to a silver value of about 42^?. per ounce.' 

The effect of the closing of the Indian mints upon the price 
of silver was, as had been anticipated, to produce a further 
fall, much worse than anything that had gone before.' To 

1 See Chapter XVI. » See Table IV. 
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this, however, another cause contributed. In America, which u.s.a. _ 
is a great silver-using as well as silver-producing country, the '^' 
silver question had also given rise to great controversy. Before 
1873 the general use of paper money in the United States had 
practically displaced silver as the actual means of currency in 
many parts of the country ; but the steady reduction in the 
demand for silver for coinage purposes throughout the world 
had greatly alarmed the silver producers of the West, and in 
1878 they succeeded in getting through a measure known as 
the Bland- Act, which was intended to counteract the effect of 
falling demand. This Act compelled the United States Treasury 
to purchase two to four million dollars worth of silver every 
month and coin it into silver dollars, which were to be legal 
tender; but as no one wanted these dollars in actual circulation, 
it was agreed that they should remain in the Treasury while 
their place was taken in actual use by silver certificates or 
paper dollars, which were, of course, immediately convertible 
into silver currency, if any one wanted that. To this day, in 
the Eastern States at least, no one ever does, and it is only as 
one goes west or south-west that silver dollars come into actual 
use at all. But this measure naturally failed to stem the tide 
which was overwhelming the value of silver, and in 1890 it was 
replaced by a further proposal known as the Sherman Act, which 
raised the monthly purchases to 4^ million ounces. At that 
time the price was about 4'jd. per ounce, so that the value of 
the proposed purchases was just about the maximum of the 
Bland Act, while the Treasury had hardly ever exceeded the 
minimum. But still it was all in vain, and, as already stated, 
the price continued to fall so rapidly and so far that in 1893, 
the same year as the Indian mints were closed, America had to 
abandon her attempt to hold up the price of silver unaided, 
and the Sherman Act was repealed. As will be seen from Repeal. 
Table IV, the price fell still further after 1893, and in 1903 
touched 2 i^d. per ounce. 

Thus, as the end of the nineteenth century approached, the 
Bimetallic controversy seemed to be solving itself by the general 
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failure of its advocates to maintain "their position against the 
overwhelming weight of those nations which had elected to 
follow the example of England. The Latin Union, India, and 
America had been practically forced to give up their attempts 
to maintain the standard of silver, and it seemed as if the world 
were drifting rapidly towards universal monometallism. But 
there were several reasons why this prospect could not be 
regarded with equanimity. Chief of these, though entirely 
discredited by the commercial community, was the quantity 
theory of money and the steady fall of the general level of 
prices, for which there seemed to be no prospect of a remedy. 
But there were other arguments vehich appealed more con- 
vincingly to the ordinary business man. In the first place, the 
silver-producing countries of the world were greatly alarmed at 
the fall in the price of silver, as was evidenced by the desperate 
attempts made in America to prevent it, and it was in America 
that the agitation in favour of the double standard was strongest 
and lasted longest. Presidential elections were fought over the 
issue, and no stone was left unturned to force the question upon 
the further consideration of Europe. The countries of the 
Latin Union were only too willing to join the struggle, for they 
were still in a very difficult position. They could not formally 
abandon their theoretical bimetallism because, to take France 
as an example, the Bank of France still held large reserves of 
five-franc pieces, which stood in their books at their full face 
value, and the bank could not face the writing down of that 
value which would have been inevitable if these coins lost their 
legal tender value. Again, as long as there remained in the 
East such countries as China which still retained their silver 
standard — Japan abandoned it and adopted gold in 1897 — the 
business of foreign trade between Europe with its gold standard 
and these silver-using countries was still subject to all the 
difficulties of the old regime. 

The result was continuous efforts on the part of the bi- 
metallists to bring the question to the front, and repeated Con- 
ferences were held- at which the question was threshed out 



BIMETALLISM 71 

again and again. But England, with her enormous financial England's 
preponderance, continually blocked the way, and finally with """"''• 
the end of the century the question seemed to fall out of prac- 
tical politics. It was some time, however, before the real 
reason of this became evident. Once again circumstances were 
changing. The development of the South African gold fields, 
followed by the discovery of the Klondike fields in America 
in 1896, had begun to change the whole situation with regard 
to the world's gold supply, which was now increasing again by 
leaps and bounds. The result was at one stroke to destroy More gold, 
the primary argument of the Bimetallists, while by a strange 
paradox it proved once and for all the soundness of their 
theory. From about 1896 prices under the influence of the 
increased gold supply began to rise again, and before the new 
century was many years old the world was actually beginning 
to wonder whether a rise in prices might not perhaps prove 
as bad as the long-continued fall which had lasted for nearly 
twenty-five years. 

For the time being then the new conditions took all the 
point out of the main argument in favour of bimetallism, and 
indeed there was some reason to feel thankful for its failure, for 
as the gold supply increased and prices rose, people could hardly 
help asking, ' What would the rise of prices have been if silver 
had been restored to its position as part of the world's currency 
supply ? ' The joint supply of gold and silver might well have 
been overwhelming. As a matter of fact the diflficulty during 
recent years has almost been to get rid of the increased gold 
supply, and to prevent a depreciation of gold which would 
show itself in a serious rise of prices. That danger has to a Absorption 

. . of gold. 

large extent been avoided by the fact that all the pnncipal 
nations of the world, inspired to some extent by the traditional 
policy of the years when gold was scarce; rushed to take the 
opportunity of building up great reserves of gold, and the enor- 
mous supply was taken up very easily. India too began to 
absorb gold in very large quantities, and any danger of an over 
supply of gold was at least postponed. 
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But the lesson of the Bimetallic controversy must not be for- 
gotten. The fact which caused the suspension of the struggle 
supplied the final proof of the Quantity Theory of Money, for the 
argument that the fall of prices from 1873 to 1896 was due to 
lack of currency was proved by the fact that as soon as the gold 
supply increased prices began to rise again. The moral of this is 
obvious. It is not good for trade that prices should be at the 
Fluctuating mcrcy of the gold supply like this. Falling prices are bad and 
''"'"'^" so are rising prices, and though the danger of an insufiScient 
supply of gold has been forgotten for the time being, it must 
be remembered that at any time in the future the conditions 
might once more be reversed and a new era of gold scarcity 
come upon the world again. In .fact it lies in the nature of 
things that such a return swing of the pendulum is almost in- 
evitable, for as the gold supply increases and prices rise the 
effect is to encourage the development of industries and the 
production of all kinds of goods throughout the world leading 
to a further demand for gold to carry on the work of exchange. 
Rising prices mean more goods, and more money is required to 
handle them, and if this is not forthcoming the rise of prices 
will be checked. At the same time the rise of prices affects 
the cost of production of gold by raising wages and increasing 
the prices of all the machinery, &c., required by the miners.* 
Future Thus it becomes a race between the gold production of the 
prospects, ^q^j^j ^^^ jjjg demand for gold, and it is almost impossible to 
avoid the conclusion that some day the world will be short of gold 
again with all the consequent evils of falling prices once more. 
The Bimetallic controversy would then be revived, and in any 
case the experience of the past has shown the great disadvan- 
tage of a money medium which is liable to such fluctuations. 
The second argument of the Bimetallists is therefore still worth 
recalling that the fluctuating character of our coinage supply 
could be greatly minimized if it were not dependent upon one 
Stability of metal alone. If both gold and silver were available as currency 
•buidard. ^s and when required, the value of money could be made much 
more stable, because in the first place the total quantity of 
1 See Chapter XVI. 
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money available would be much larger, and the supply would 
be much less liable to variation, because anything that might 
affect the production of the one metal would not be likely to 
affect the other in the same way at the same time. Thus the 
Boer War provided a striking illustration of the danger to 
the world through a temporary stoppage of a large part of the 
world's supply, which caused a distinct set-back in the rise 
of prices.' At such a time under a bimetallic regime th« 
supplies of silver could be augmented to take the place of 
the failure of the gold supply. This argument also tells in 
another way from the side of demand. While many countries 
are mainly dependent on gold there are others which use mostly 
silver, and others still, like Egypt and India, which to a certain 
extent could use either gold or silver. Under these conditions 
if both gold and silver were legal tender, the variations of 
demand would probably not be concurrent but rather counter- 
acting. If, for example, there was an extra demand for gold Compensa- 

■»-..•. -T-* jTT 11 •! toryactioo. 

m England or America, Egypt and India could use more silver. 
If again there were an excessive demand for silver in China 
these countries could use more gold, and so on. Thus there 
would be a compensatory action in demand as well as in supply, 
which would greatly help to reduce the fluctuations of the 
value of money. 

These arguments are undeniably sound in theory, but the 
history of the Latin Union shows the practical impossibility of 
any one nation attempting to maintain a double standard 
against the fluctuations of the relative values of gold and silver, 
which are inevitable so long as there is a free market anywhere 
for these metals. The universal though tacit agreement among 
all the commercial nations of the world to adopt the same mint 
price for gold has resulted in fixing the price of gold all over 
the world ; but as long as certain nations refuse to establish a 
similar mint price for silver it is quite impossible for any other 
nation or combination of nations to do it for themselves, 
because as soon as the market ratio ceased to be the same as 
1 See Table V. 
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their fixed ratio the effect of Gresham's Law would be to draw 
away the appreciated metal to the free market outside the agree- 
ment. Single or national bimetallism is therefore impossible ; 
impossible, no One nation nor even combination of nations is strong 
enough to enforce its ratio upon the rest of the world, because 
no such combination could possibly undertake to buy up at 
its own mint price all the world's supplies of the metal which 
happened for the time being to be depreciated in the world's 
markets. In other words, it is the outside market for the precious 
metals that a bimetallic nation has to fight. Whenever the 
ratio changes, all their good money goes abroad and the coun- 
try is flooded with the depreciated metal, through theirfree mint. 
But it does not follow from this that bimetallism is entirely 
impossible. There is one possibility which would alter the 
whole situation. Suppose it were possible to get all the im- 
portant commercial nations of the world by an international 
agreement to adopt the same fixed ratio between gold and 
silver, and to establish a free mint for both at that ratio. The 
first difficulty would then disappear. There would be no 
foreign market to draw away all their supplies of the appre- 
ciated metal and flood them with the depreciated. The mint 
prices of both silver and gold being the same practically 
everywhere, there would be no inducement for either metal 
to move from one country to another. It is, of course, by no 
means a foregone conclusion that this would completely solve 
the difficulty, because even if all the chief nations of the world 
agreed to fix their prices for gold and silver, in order to make 
these prices effectual they must be prepared to buy or sell 
unlimited quantities of the precious metals, or whichever of 
them may for the time being be below or above par. But how 
could either of them be below or above par ? Only in one way. 
It must be remembered that the effective demand of the nations 
for gold and silver is limited by the quantities they require for 
coinage. These quantities are, of course, very large, but they 
are not unlimited and, especially in the case of silver, they are 
probably only a comparatively small part of the world's totaJ 
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production. They are therefore only one factor in the demand itg ijmita- 

for the precious metals, though a very important one, and the °"' 

question is whether they are a sufficiently large factor to control 

the price against the weight of all the other demands for the 

precious metals for industrial uses. In the case of gold they 

have done so, but with silver it would be more difficult, because 

the proportion of the world's total production of silver used 

for coinage is less than in the case of gold.^ The difficulty 

is that it is impossible to fix the price of any commodity by 

legislation, against economic tendencies. But if in the case 

of a particular commodity it were possible to control either the 

supply or the demand by legislation, then such control might 

be effectual by influencing these economic tendencies. It 

would hardly be practicable for even a combination of all 

the nations to control the supply of gold and silver ; but, as 

has been indicated, they might exercise a very strong influence 

over the demand, and so in that way might be able to establish 

a fairly effectual control over the world's price of silver as well 

as gold, in other words to maintain a fixed ratio between the 

two. It was admitted by many on both sides during the bi- glJiJ.P^^^'' 

metallic controversy that the existence of the Latin Union had 

at least done a great deal to minimize the fluctuations of the 

value of silver during the period of its existence, and it is 

fairly probable that an agreement among all the chief nations 

would be almost completely effective. But can such an 

agreement ever be attained ? It proved impossible before the Difficulty of 

,,, • , f ,,,, , , attainment. 

end of the nineteenth century, but the world has changed 
since then, and many things have been done which would 
have been regarded as utterly impossible before 19 14. It 
must be kept in view that the world has learned the lesson of 
bimetallism as much by its failure as by its partial success 
under the Latin Union, and if circumstances were to change 
again in the direction'of a money shortage there would be no 
need to quarrel as before over the reasons of it and the possible 
cures. The Quantity Theory of Money is now understood and 
almost generally accepted, and the only question would be how 

' Since the War, this is very doubtful. 
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best to deal with the new circumstances. The world is now 
pretty well convinced of the unsatisfactory characterof a means of 
exchange which fluctuates so seriously in value as gold has done. 
A atiii better But the probability is that if the nations were sufficiently 
"^y* sensible and sufficiently of one mind to tackle such a reform, 

they would prefer to go to the root of the matter and adopt an 
even bolder policy than that of controlling the demand for 
gold and silver. For there is a better way than even inter- 
national bimetallism. What is wanted is some effective control 
of the amount of money in circulation, so as to keep it in 
constant proportion to the varying needs of the world's 
business for the means of exchange. But the discussion of 
the functions of money and how the precious metals fulfil 
these functions has suggested a further possible development 
which must now be more clearly indicated. It has been seen 
that the use of money as a means of exchange began with the 
adoption of something intrinsically valuable as the means of 
exchange, because if it were to lose its value as a means it 
would still retain its own value as an end in itself. The 
history of currency has been the gradual recognition of the 
fact that money is only a means to an end, that its value 
depends primarily upon universal acceptability, and that that 
acceptability may be based upon convention or consent apart 
altogether from intrinsic value. This has been shown by the 
fact, not yet fully explained, that token money, that is to say 
A logical silver coins whose intrinsic value is much less than their legal 

develop- 

ment. or face value, do as a matter of fact and under certain con- 

ditions fulfil the functions of money perfectly well. Herein 
lies a suggestion of great possibilities. If money which pos- 
sesses only partial intrinsic value can serve all the purposes of 
money with full intrinsic value, why should the process not be 
carried a Uttle further by lowering that partial intrinsic value 
until it disappears altogether? If full intrinsic value is not 
essential to universal acceptability, why should any intrinsic 
value at all be necessary? If money is only a means of 
exchange, a promise to pay goods when required, as it were. 
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the promise itself being the thing accepted for its own sake, 
and not for the sake of any inherent value in the thing which 
represents the promise, why should we not be content to accept 
some- other form of representation which would make no 
pretence to any intrinsic value. In other words, it has now 
to be shown that the gradual adoption of token money is the 
first step in a process of evolution which will carry us altogether 
away from the idea of intrinsic value in money, and the only 
logical conclusion of this development is paper money. 

This startling suggestion will be more fully worked out in inter- 
the next chapter, but in the meantime its bearing upon the paper 
possibilities of international bimetallism must be pointed out. '"°°°^' 
Instead of attempting to regulate the world's supply of the raw 
materials of metallic currency, why not go straight to the root 
of the matter by introducing international paper money, the 
amount of which could be automatically controlled at no cost 
at all, by an international agreement? This points to the 
theoretical ideal currency, a paper currency regulated by inter- 
national agreement to the exact amount required by the varying 
needs of the world's business, so that prices need never vary 
at all. An international committee watching the index num- 
bers compiled in every country would quickly recognize any 
tendency to a rise or fall in the general level of prices through- 
out the world, due to the excess or insufiSciency of the world's 
currency medium, and would be able to check the excess or 
supply the deficiency by a further issue or a calling in of some 
of the international paper currency. It would certainly be the 
ideal currency for the world, and though not at all likely to be 
realized in practice for perhaps centuries to come, it is worth 
considering as a theoretical possibility. In the meantime, 
therefore, it carries on the argument a stage further. From 
token money to paper money is the next step in the evolution 
of the mechanism of exchange. 

GiDE, chap. v. Jevons, Money, chap. xii. 

Walker, International Bi- Giffen, The Case against Bimetallism, 

metallism. Dana HoRTON, The Silver Pound. 
Darwin, Bimetallism. 



CHAPTER VIII 

PAPER MONEY 

Different kinds of paper money. — Differences between paper and metallic 
money. — Limits of issue of paper money. — Signs of over issue.^- 
War Paper Currencies. 

It has been shown at the end of Chapter V that the correct 
application of the Quantity Theory of Money requires a 
detailed consideration of all the different kinds of ' money ', in 
the widest sense of the term, which under modern conditions 
are employed to do the work of exchange. Again, at the 
end of the last chapter it was pointed out that the progress 
of the argument from one kind of money to another was 
Loeicai a logical development or evolution, from money with full 

evolution. ... \ ' , , 1-11 r,... 

mtrmsic value, through that which has only partial intrinsic 
value, namely token money, to that which has no intrinsic 
value at all, namely paper money. This development is per- 
fectly logical, yet when the idea is baldly put forward that 
a scrap of paper may serve the purpose of money just as well as 
apiece of shining and much-coveted gold, it is at first startling. 
But the puzzle disappears when it is remembered that what 
men want money for under modem conditions is not to hang 
on their watch chains or round the necks of their womenfolk 
as ornaments (though such uses had much to do with the 
original choice of the precious metals as the best money 
material) but only to pay their debts with, and to exchange for 
commodities. A coin is simply an order on every producer to 
hand to the bearer a certain quantity of goods, and that order 
can be conveyed quite as well by a written paper, if there is 
Money a the Same sanction or authority behind the written paper, 

mere order. , ,•,-,, , 

namely common consent, upon which m the long run even the 
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gold or silver coin depends for its value. It is because every 
one is willing to accept gold and silver that every one else is 
willing to take them in payment. The same unanimous agree- 
ment could invest anything else, even paper, with the same 
power. This will be clearer if a distinction is made between 
three kinds of paper money. 

(i) Representative or convertible paper money merely repre- Reprcsenta- 
sents an equal sum in coin deposited somewhere, say in '™ ^^^'"^' 
a bank or the Treasury of a State, like the silver dollar certiii- 
cates of the United States. Bank-notes under modern legis- 
lation partake largely of this representative character, because 
in most countries provision is made for the compulsory deposit 
of at least a portion of their value in actual coin ' earmarked ' 
for the redemption or conversion of the notes if and when 
required by the holder. It is easy to understand this form of 
f>aper money. It is more convenient to handle in bulk than 
the coins, especially silver coins, and it is quite certain to be 
worth its value in coin at any time, because it is convertible at 
will. 

(2) Fiduciary paper money is merely a promise to pay, and Fiduciary. 
obviously its value depends on the confidence of the public in 
the ability of the promissor to pay. If he is known to be 
a reliable man, there is no reason why his written promise 
should not pass current and be as good as gold. If, as has 
been strongly illustrated in the present war, the promissor is 
a government in whose good faith and solvency the people 
have boundless confidence, the validity of the notes may be 
unquestioned. In Germany, for example, the strong faith of 
the people in their government has made it possible to issue 
enormous quantities of paper money. Again, bank-notes, so 
far as they are not representative, are fiduciary paper money, 
and the history of the Bank of England notes shows how 
strong and deeply rooted the faith of the public in these 
notes is. 

(?) Conventional or inconvertible paper money represents Conven- 
nothing, and makes no immediate or definite promise of any- 
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thing. The term paper money in the full sense of the word 
should almost be confined to this kind. It is usually issued 
by a government which has no coin, and is in need of money 
to pay its debts or supply its requirements. It may be marked 
£5 or $5 like a promissory note, but every one knows that the 
government has no intention of paying the money at any par- 
ticular date, and probably has no immediate prospect of having 
itspossi- money to pay it with. It is in this form that paper money is 
biiities. hardest to understand, yet experience, confirmed by the history 
of the currency expedients adopted during the War, has shown 
that, under certain conditions, it is quite possible for such 
paper money to pass current, and to do the full work of 
metallic money. If these pieces of paper are invested by law 
and common consent — ^both being absolutely necessary, if 
anything common consent is the more necessary of the two — 
with the power of paying debts and exchanging for com- 
modities, there is no reason, under certain limitations, why 
they should not circulate as freely as gold or silver. But there 
are certain differences between paper money and metallic 
money which must be carefully noted because they indicate the 
dangers of paper money, and also the conditions which must 
be observed if it is to serve its full purpose. 
Its vaine is I" the first placc, the value of paper money is more pre- 
precarious, (janous than that of metallic money because its value was 
given to it by the government and might be taken away in the 
same way, when of course it would become worthless. Of course, 
the repudiation of its paper currency is a flagrant breach of 
common honesty of which no respectable government would 
be guilty, because, apart from the dishonesty of it, the effect 
upon the government's future credit would be disastrous ; but 
experience in the past has shown, especially among many of 
the smaller republics such as in South Americaj that a state 
may be driven to this extreme course by force of circumstances, 
or by political conditions, as for example when a revolution 
has led to the establishment of a new ruler. Repudiated 
paper money loses its value completely by the stroke of the 
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pen. Gold coins, on the contrary, even if they cease to be 
legal tender, hUve still their value as bullion. 

Again, the value of paper money is more restricted because Restricted, 
it depends on the law, and the paper money only passes 
current where that law holds good — that is, within the territory 
of the government which issued it. Thus in France during 
the War the Chambers of Commerce of many of the larger 
towns were authorized to issue local paper currencies which 
were only good within the locality, so that passing through 
France one received franc notes in change at Lyons which 
could not be cashed in Paris. The same applies to the paper 
money of any country outside of its own territory. It is of no 
value unless some one can be found who has means of return- 
ing the money to its own country, such as Cooks' or an inter- 
national banker. Indeed, during the War the advantage of 
paper currency in this way has been remarkably shown. The 
English Treasury notes have not only passed current through- 
out many foreign countries, but were at one time actually 
valued at a premium compared with the metallic coinage. 
Thus in France, in May 1916, the rate of exchange obtainable Treasury 
for English gold was only 26 francs while 28 was willingly exception, 
given for Treasury notes. This, however, was due to special 
circumstances. Owing to the prohibition of the export of 
gold from France it was impossible to send even English gold 
out of the country, while the Treasury notes could be sent under 
cover of a letter by post. These, however, are exceptional 
cases which do not alter the general rule that the value of 
paper money is not effective outside of its own territory. But 
the value of gold coin depends not on the will of the govern- 
ment which issues it, but upon its own bullion value, which is 
the same all the world over. Thus metallic money, especially 
gold, is essentially the universal and international money. 

Finally, the value of paper money is more variable than that Unstable. 
of metallic money, because its value depends on the amount 
issued, and that depends entirely on the will of the issuing 
government. It is the easiest thing in the world to issue more 



currency. 
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paper money at a time of financial crisis, and most govern- 
ments who once begin the issue of inconvertible paper money 
find it very hard to resist the temptation ; but, as will be seen 
shortly, any increase beyond the proper limits of safe issue 
means inevitable depreciation. Germany, for example, very 
quickly found that in spite of her people's faith in their 
government, the value of her paper currency rapidly deteriorated 
owing to the enormous issues. 
Theideai It is fascinating, however, to consider how all these con- 

siderations regarding paper money might be modified by an 
international agreement among all the chief commercial nations 
of the world to create one kind of international paper money 
and make it legal tender in all the countries subscribing to 
the agreement. The most careful precautions would, of course, 
have to be adopted to prevent over-issue; the issue would 
require to be in the hands of an International Committee 
absolutely independent of any one of the governments con- 
stituting it, and this Committee would control the amount 
issued by each country according to some predetermined scale, 
probably on the basis of population, allowing each country 
to issue so much per head of its population, as the Latin 
Union did with the issue of token silver under its Conven- 
tions, or, still better, adopting the method of control indicated 
in the previous chapter, namely, regulating the total amount 
of the issue by the movement of the world's index numbers. 
Inter- If such an ideal system were ever to become possible, paper 

papCT** money might almost entirely supersede metallic money in 
"'°"^'' actual circulation. It is probable that a reserve of metallic 
currency behind the paper would be regarded as necessary 
for a long time at least, though even that would, of course, 
be theoretically unnecessary. The possibility of such an inter- 
national currency, costing the world practically nothing and 
capable of the most perfect regulation, is the economic ideal ; 
but it is far from being practically possible in the meantime.' 
All this goes to show that as a matter of fact paper money 
I See Chapter XVI. 
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does often circulate freely and is as good as gold, but it does 
not explain why it should do so. Again, reference has been 
made to certain limits that must be observed in issuing paper 
money. What are these limits? The answers to these two 
questions are closely connected, and they were first indicated 
by a very apt illustration put forward by Adam Smith. He Theory of 
pointed out that in one sense the whole amount of the pre- money, 
cious metals used as coinage is unproductive capital ; it does 
nothing but pass from hand to hand and is never put to any 
useful purpose whatever. In the same way the land occupied 
by roads in a country like his own native land of Scotland, 
which possesses an excellent system of local roads everywhere, 
is really unoccupied from an agricultural point of view, and 
entirely unfruitful. If by the invention of some other means 
of locomotion, such as flying, men could somehow do without 
roads entirely, all this good land would be free for cultivation, 
and the world would make a net gain to the extent of the 
crops produced by that land. In the same way, if men could 
invent some other way, such as paper money, of doing money's 
work without the use of the precious metals, all the valuable 
metal now employed in this unproductive service would be set 
free for other uses. Instead of keeping our coins in our it replaces 

gold. 

pockets or safes we would hang them on our watch-chains or 
beat them into gold rings and watches, and the world would 
be just so much the richer, for the world's money work would 
be done just as well as before by the paper money. This 
illustration brings out very clearly how it is that paper money 
can actually increase the wealth of the country, and the fact 
was brought home by the War. At a certain stage in the War 
the government found that they required gold for export to 
America in payment for munitions and other supplies. Now 
England has always been, owing to her conservatism, very 
largely a gold-using country, with the result that there were 
believed to be many millions of sovereigns in circulation — 
gold unprofitably employed. The Chancellor of the Exchequer War paper, 
appealed to the public to give up this habit of using gold 

G i 



issue. 
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and use notes instead, and out of a sense of patriotism they 
very largely complied, with the result that for the time being 
gold practically disappeared from circulation in England, and 
the Chancellor of the Exchequer had over a hundred millions 
of gold handed to him for the use of the government free 
of charge. The people of England were no worse off; they 
had just the same amount of money in their pockets as before; 
and Once they got used to it they found that the paper money 
served the purpose quite as well. The country's gain was there- 
fore secured at no loss to any one. The figures of the British 
Treasury Note issue are given in Table VII in the Appendix. 

Limits of This explanation also indicates the answer to the second 
question, namely, to what extent can paper money safely be 
issued? Just in as far as it sets bullion free for other pro- 
ductive purposes, that is to say, to the extent of the metallic 
coinage already in circulation which it displaces. There are 
two points to be noted in this connection. On the one hand, 
it would hardly be possible to drain the country entirely of 
its gold; a reasonable margin must be left in circulation 
because, if for no other reason, people who are going abroad 
must carry a little gold in their pockets, and there are always 
some old-fashioned people who will insist on having gold if 
they can get it at all. It is largely a question of the habits 
of the people, but no one would ever have ventured to pro- 
phesy that England would have so quickly and almost com- 
pletely given up the gold habit as it did. 

On the other hand, it must be remembered that the amount 
of gold actually in circulation at the time of such a change 
does not necessarily represent the maximum amount of currency 
which was really desirable for the monetary business of the 

Possible country. If money is scarce in the country at the time, an 
issue of paper money in excess of the amount of gold called 
in might be actually beneficial ; and on this point a great deal 
depends on the conditions under which the change is made. 
At a time of crisis, which would generally be the reason for 
such a change, there may be, as will be explained in a later 
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chapter, a much greater need than usual for actual cash in 
ordinary business, because owing to the failure or restriction 
of ordinary credit facilities, more cash is required to carry on 
the ordinary turnover of business. This was probably true 
to a very large extent in England at the time of the financial 
crisis due to the approach of the War when for the first week 
the need of currency was very severe until the new Treasury 
notes could be printed and issued. 

Such, then, are the national or social advantages which 
accrue to a country that adopts paper money. Look now at 
the much narrower case of the advantages to a government 
of issuing paper money to its own people, that is to say, the 
selfish advantage to the government at the expense of its 
people. These are much more obvious, because a forced issue 
of inconvertible paper money provides an impecunious govern- 
ment with an immediate means of paying its debts to its own 
subjects at practically no expense at all. It really amounts to Govern, 
borrowing capital without paying interest, and with no imme- 
diaie intention of repaying the capital. Thus it has been 
said that the issue of inconvertible paper currency is equi- 
valent to a forced loan to the government, and the truth of 
this must have been very forcibly brought home to the German 
people by the enormous issues of paper money of all kinds 
with which the government has paid them for all the goods 
commandeered for war purposes. 

But, as might be expected, this delightfully easy way of 
paying one's debts has its difficulties and is liable to very 
dangerous abuses, which were so strikingly illustrated in history 
that in modern times it had come to be almost accepted as an 
axiom that no respectable government would ever fall so low 
as to issue paper money — an axiom which has gone the way 
of many others under the stress of war conditions. The War Dangers of 
has taught the governments of Europe what was well enough 
known as a matter of theory before, that the evils of paper 
money lie entirely in its abuse. It is all a question of amount ; 
so long as the limit of safety, the amount of currency actually 



ment isBues. 



excess. 



86 



THE MECHANISM OF EXCHANGE 



Govern- 
ment credit. 



The Aaaig- 
nats. 



Converti- 
bility. 



required in circulation by the business needs of the country, Is 
carefully observed, there is little to fear, but anything beyond 
that is absolutely fatal. This is a point which must be spe- 
cially emphasized because it has been the subject of much 
misunderstanding everywhere during the War. People talk as 
if the validity of paper money depended on the good credit 
of the government, and it is thought that as long as the 
security is good no harm can come, regardless of how much 
is issued. Certainly this popular idea must have had much 
to do with the confidence with which the German people have 
accepted issue after issue of paper money ; they believed that 
the government would pay it all back some day out of the 
indemnity to be wrung from their defeated enemies. But it 
cannot be too strongly emphasized that this point of view is 
entirely wrong. The only thing that matters to the value of 
a paper currency is the amount issued. If that is not too 
much, it will pass current perfectly well, though the credit of 
the government be hopelessly bad ; while, on the other hand, 
if the issue is in excess of the real requirements of the country 
it will depreciate absolutely beyond all prevention, no matter 
how high the credit of the government stands. The history of 
the French Assignats during the Revolution ought to have 
taught the world that lesson for all time. There was a case 
of an issue of paper money based on the finest security in the 
world, the land of France ; for the assignats were really mort- 
gages over the whole State domain, which in effect meant all 
France. But they were over-issued to an appalling extent, and 
no power on earth could prevent their fall, which was tragic in 
its extremity, for at the last an assignat professing to be worth 
100 francs or £4 passed current for less than threepence. 

Nothing can prevent a similar fate befatUng any paper cur- 
rency under similar conditions. No amount of security or 
good credit on the part of the government can save it from 
depreciation if over-issue is allowed. There is only one abso- 
lutely valid security for a paper currency, namely convertibility, 
because that automatically prevents depreciation fy preventing 
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over-issue; before actual depreciation could show itself the 
banks would return some of the surplus paper money to the 
government for conversion into gold, and the excess would at 
once disappear. But if people are sensible and have acquired 
-the habit of paper money, they will not want gold under normal 
■conditions. It is because the British Treasury notes are con- 
vertible, though few people have any desire to convert them, 
that they have been kept absolutely right ; and that is why the 
German paper money, which is inconvertible, will have to pay 
the penalty of its excess even before the War is over, but after- 
wards in fullest measure. 

Fortunately, however, for the peace of mind of any govern- signs of 
ment that really means to act honestly in regard to its paper '>''""^""=- 
money, there are certain signs which make it possible to tell 
when the limit of safe issue has been overstepped] and these 
must now be examined. The first is the emergence of a pre- 
mium on gold, which shows itself in the unwillingness of 
people to part with gold as compared with paper, and the anxiety 
to secure gold of those who must have it, such as the banks for 
export purposes. This results in their offering a premium for GoW 
gold, and of course charging the same to their customers who ■"''"""°" 
find it necessary to have gold. Whenever there is too much 
paper money it begins to fall in value, and the first to realize it 
are those who have to send money abroad, because gold only 
can be sent abroad, even when the paper is all right at home. 
As long as the gold and the paper are of equal value at home, 
no one cares which he pays or receives, but the moment people 
begin to feel a reluctance to accept paper or part with gold the 
• trouble has begun, and the preference for gold very quickly 
shows itself in a premium at the banks, for they must have 
gold for their export business. 

The effect of the premium on gold, however, does not show 
itself at once to the manin the street, because he does not 
particularly want gold; paper serves the purpose for all his 
business perfectly well. But foreign merchants begin to find it 
affecting them in another way, which is called a rise of the rate 
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Riaing rate of exchange. The meaning of this will be fully explained in 

of exchaDge. ° . ,,.„.,. , . 

a later chapter, but at present it may be briefly mdicated in 
this way, that merchants who have foreign debts to pay do not 
as a matter of fact send gold, they buy instead foreign bills 
payable in the country where their creditor is waiting for pay- 
ment and post these bills to their creditors. Now, a bill pay- 
able in, say, London is payable in gold, so that if one has such 
a bill for sale it is just the same as if one had a bag of gold for 
exchange. And if paper is less valuable than gold in any 
country the owner of a London bill will expect to receive more 
paper for the bill than the face value of it, just as he would for 
gold. Thus the foreign rates of exchange rise against the 
country where paper is depreciating, just as the foreign ex- 
changes went against Germany during the War in all neutral 
countries.' Too much must not be made of this argumeot, 
however, because the exchanges for entirely other reasons have 
at times gone against all the belligerent countries during the 
War. The reasons for this will be dealt with at length later 
on; but in the meantime the fact that Germany's exchanges 
have fallen so much more heavily than the English may be 
taken as indicating the depreciation of Germany's paper money.' 
That depreciation would certainly have been much more evi- 
dent had it not been for the fact that the blockade has very 
drastically reduced her foreign trade so that the depreciation is 
concealed. Its full extent will not be seen till peace brings 
the resumption of foreign trade relations between Germany and 
the rest of the world. 
Disappear- The next sign of the depreciation of paper money, or in all 
ance o £o . p^ ojjability synchronizing with those already mentioned, is the 
disappearance of gold, which is the natural result of Gresham's 
Law. The gold is hoarded or sent abroad to pay foreign 
debts while the paper money is everywhere at home. 

All these indications, however, are comparatively unimpor- 
tant, and indeed are largely unknown, to the ordinary person 
at home who, having no foreign connections, is not interested 

* See Table XV. » See also the Russian exchanges. 
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in the foreign exchanges, and who is quite content to receive 
payment in paper so long as the paper is apparently good for 
his ordinary purchases. To these people, however, who repre- 
sent the bulk of the population, the effect of the depreciation 
of the paper money is soon brought home in another way, by 
the rise of prices. At first when merchants and shopkeepers Rise of 
begin to feel that the paper money is no longer worth what it ^""^ 
once was, the tendency one would think would be to cause 
disputes over the amount to be paid for things. In practice, 
however, this seldom happens, because instinctively the sellers 
of goods, realizing that they are having to pay more for their 
imports, because these must be paid in gold which costs more 
than paper, raise the prices of these goods to recoup them- 
selves, and this becomes infectious. The effect is that instead 
of prices remaining the same, while the value of the paper 
money is 'cried down' as it were, the easier but equally 
effective method is adopted, prices are raised, and the real 
value of the paper money, which is its purchasing power, falls 
just the same. And this, if there is still any gold left in the Duplication. 
country, produces a very peculiar phenomenon, namely the 
duplication of prices. Prices have risen everywhere, but if you 
have gold to offier you will find that shopkeepers are still willing 
to sell at something like the old prices. This is generally 
regarded as the last and fatal sign of depreciation of paper 
money, but a word of warning is again required here as the 
result of the experience of the War. It is not safe to assume, as 
some have done in England, that a rise of prices is necessarily 
due to the excess of paper money. The case of England is 
a very strong illustration of this. Since the War, for reasons 
which are not easy to state fully yet, prices have risen materially, 
but there is no depreciation of the paper money as compared 
with gold ; that is impossible with the -Bank of England ready 
to change the Treasury notes into gold or their own notes at 
any time. On the other hand, the much higher rise of prices 
in Germany is almost certainly due, in part at least, to the 
depreciation of their paper currency. 
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Theremedj. It only remains to point out the remedy for over-issue. It 
is very simple, but usually quite impossible, namely to stop the 
issue of paper money and at once begin to withdraw the out- 
standing paper, by accepting it in payment of debts due to the 
government such as taxes, while paying debts due by the 
government in gold. Unfortunately, however, that is just 
the one thing the government in such a case can never do. 
It only issued the paper money because it had no gold, or not 
enough, and to go on paying its debts while receiving payment 
of none — for that is the effect of the cancellation of the paper 
money received — ^is impossible. Yet that is the only remedy, 
and it will have to be faced some day by the nations which 
have Indulged in large issues of paper money during the War. 
It will involve long preparation and the slow accumulation of 
a gold reserve for the purpose, and Europe will not see the last 
of the War paper money for many years after the War. 

All this shows that paper money if properly guarded may be 
of great advantage to a nation, especially in times of crisis, but 
that its use is open to many dangers. In modern times, how- 
ever, another system has been evolved which is not open to the 
same objections, though it has its own drawbacks. This is 
what is known as the credit system, on which the whole financial 
organization of the modern commercial world is based. 

GiDE, chap. vi. 

Jevons, Money, chaps, xvi-xviii. 



CHAPTER IX 

THE CREDIT SYSTEM 

A system of deferred payment and of doing money's work without the 
use of coinage. — The functions of a bank. — The Clearing House. — 
Deposits and discounts,^ — Bank notes contrasted with (a) bills of 
exchange and (A) inconvertible paper money.— Assets and liabilities 
of a bank. — The Reserve. 

The growth of the modern credit system, which includes 
the whole financial system of London and, indeed, of the entire 
commercial world, is a striking illustration of the way in which 
the thing described by a word may come to mean so much 
more than the name itself covers or originally implied. Thus 
credit simply means trust or confidence, and the original 
meaning of the credit system was that sellers of goods in place 
of demanding immediate payment were prepared to give the 
buyer time to pay. In other words, it was merely a system of Time to pay. 
deferred payment, and in that sense the word is still used by 
retail shopkeepers. But as the result of a gradual evolution 
the system has come to mean a great deal more than that. 
In many cases the debtor before the time of payment fell due 
was able to reverse the position by becoming creditor in his 
turn, selling goods to his original creditor, and so reversing the 
transaction or extinguishing his debt by contra account. This 
has in course of time developed into a system of avoiding the 
necessity of cash payment altogether, by squaring indebtedness 
of all kinds by contra accounts. This method has been Contra 

, , accouats. 

extended to include not merely debts due by one person to 
another in the same town or country at different times, but 
also debts due by persons in one country to those in another, 
and out of this has grown the most wonderful and complicated 
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organization the world has ever seen, through which an enor- 
mous amount of money's work is done without any money 
passing at all, by the use of cheques, bills, bank drafts, and 
so on. Yet the whole organization still in a way merits its 
original title of the credit system, because the foundation of 
it all is that people trust each other in accepting these substi- 
tutes for money. In fact, the whole financial system of the 
world is built upon the idea of prompt payment of all obliga- 
tions. Every one trusts every one else, because every one else 
trusts him, and as long as the system goes on properly in its 
circle it works very well indeed, and produces the most extra- 
ordinary efficiency. The pivot upon which the whole machine 
turns is mutual confidence, and by it the world's money work 
is carried on with the maximum rapidity and at the minimum 
cost. The system may be described as being centred in the 
modern bank, and the first step is to find out what are the 
functions and duties of a bank, and how it facilitates the 
working of the credit machine. 

The simplest theoretical case of credit is where a seller of 
goods instead of receiving payment in cash accepts the buyer's 
promise to pay at some future date. Before that promise 
becomes redeemable the position of parties is reversed by the 
Deferred purchaser becoming the seller and vice versa, and the debt is 
barter. wiped off by a contra account. This, then, is practically 
a system of deferred barter — barter of present against future 
goods. But it would be very difficult always to find two 
people thus mutually related as debtor and creditor at the 
same time, and to the same extent. By extending the system, 
however, so as to include an indefinite number of individuals 
it may be made highly efficient, just as in the case of barter it 
was exceedingly difficult to carry on the system until it was 
extended to include more than two individuals. Thus A buys 
goods from B and gives a promissory note in payment. B 
buys goods from C and pays for them with A's promissory 
note. C in turn buys goods from A and gives him back his 
own promissory note in payment. The circle may include 
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any number of intermediate buyers and sellers until the 
original debt is at last cancelled. 

A further development followed naturally. Instead of being 
all debtors and creditors of each other, the idea was invented 
of having one common debtor and creditor, who would balance 
all the debits and credits of each trader, and pay or receive 
the balance due to or by each. This is the business of a bank. 
A buys goods from B, but instead of giving him a promissory The banfc. 
note he gives him a cheque or order on his bank. But the 
banker has nothing to pay this cheque with until A sells goods 
to C, and lodges the cheque received from him with the bank. 
The banker then pays B out of C's account, or following the 
original illustration, C sells goods to B and receives his cheque, 
which squares the accounts of all the parties by cross-entries 
in the banker's books. This, then, is the first function of a 
banker, to balance the debits and credits of his various cus- 
tomers, keeping for each of them what is called a current Current 
account into which all the cheques paid in to his credit are 
entered, and out of which all his own cheques presented to the 
bank by the payees are paid. It is a convenience to a mer- 
chant to have his books kept for him, as it were, by the bank 
in this way, and it saves the danger and inconvenience of 
handling so much coin as would be necessary to carry out all 
these separate transactions in cash. When the bank extends 
its business to many different towns throughout the country 
the advantage of this form of payment by cheque becomes 
still more obvious. A merchant in London can pay his debts 
all over Great Britain by simply sending cheques to all his 
creditors. These will be paid in by the receivers to their own 
banks wherever they carry on business, and will gradually find 
their way back to the drawer's bank in London, where they 
will be duly paid out of his account. 

But again a further development of the system becomes 
possible and indeed necessary. As the banking system de- 
velops, many different banks grow up in different towns or even 
in the same town. Every one does not deal with the same 
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bank. Every bank's customers deal with every other bank's 
customers, and as the number of individual transactions by 
cheque increases it becomes necessary for the bankers to pro- 
vide some one to do for them what they do for their own 
customers, some one who will keep accounts between them, and 
balance the debits and credits of the various banks and receive 
or pay the balances due to or by each bank. This is what is 
Clearing known as the Bankers' Clearing House. In- London every 
bank of importance is a member of the Clearing House, and 
country bankers are represented there by London agents. 
Every morning the representatives of all the Clearing Banks, 
as they are called, meet in the Clearing House, each bringing 
in the huge bundles of cheques which have been received by 
his bank's customers from the customers of all the other banks. 
An account is made up for each bank showing (a) on the 
credit side all the cheques received by the bank from its own 
customers drawn in their favour upon other banks ; {b) on the 
debit side all the cheques drawn upon it by its own customers 
in favour of their creditors but which have been paid into other 
banks. When these debits and credits have been totalled up, 
the Clearing House presents to the representative of each bank 
a slip showing the amount credited to it for the day^ the amount 
debited, and the balance due to or by it. If the balance is due 
to the bank, the Clearing House will draw a cheque on the 
Bank of England in favour of the bank for the amount of the 
balance. If, on the contrary, the balance is against the bank, 
they will draw a similar cheque for the amount on the Bank of 
England in favourof the Clearing House, for every Clearing Bank 
keeps an account with the Bank of England for this purpose. 
Thus at the close of the day the Clearing House balance at the 
Bank of England will be exactly as it was in the morning, for it must 
have received cheques of exactly the same amount as it gave out. 
To such" an extent has this system of cheques and bank 
accounts been developed in England that in the year 1918 the 
total turnover of the London Clearing House * for the year was 

1 See Table VIII. 
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^21,197,512,000. More than 800,000 cheques have passed 
through the Clearing House in one day, while the highest 
amount paid in one day was £131,042,000. And the whole of 
this enormous volume of money's work is done without the Enomous 
passing of a single sovereign. It will be seen, then, that the '""'"■'''• 
volume of business which can be carried through under such a 
system is colossal. It would be utterly impossible to carry on 
such a turnover on any other system which involved paying in 
cash. There is not enough currency in the country to do the 
work of paying such huge sums in a day. All the gold in 
England is believed to amount only to about £200,000,000, or 
not as much as the maximum turnover of two days. Even if 
the money were there to be paid it would take an army of men 
to pay it in the time ; but a cheque for a million pounds can 
be drawn and passed through just as easily as one for five 
pounds. The banking system has therefore created a new way 
of doing business, and the cheque system has been one of the 
most important factors in the development of our modern 
commercial world. 

The banks, however, have developed other functions as well 
as this of squaring accounts between their customers. One of 
the striking features of modern industry is the greatly increased 
use of borrowed capital, and the banker is a dealer in capital. 
A manufacturer sells goods to a wholesale dealer, who after Dealers in 
some time re-sells them to a retail dealer, who, in turn, '^*^"* ' 
after further delay, sells them to the public, who use them-, 
but perhaps do not pay for them immediately. Thus there is 
a long interval of time between the first sale of the goods and 
the final payment of the price by the consumer. In the mean- 
time the manufacturer requires capital to keep himself going, 
to pay wages and the price of his raw materials, &c. He must 
take payment from the wholesale dealer by bill at, perhaps, 
three months' date ; but he cannot afford to wait three months 
for payment. He must therefore sell this promise to pay for 
ready money, and he does so by discounting the bill with the 
bank. This is one of the ways in which the banks provide 
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the borrowed capital upon which industry works, and the 
magnitude of this financing business may be inferred from the 
fact that the total deposits of the British banks before the War 
exceeded £ i, 100,000,000. (See Table IX in the Appendix.) 

The next question is. Where does the bank get this money ? 
First of all, it haS its own capital, but that is comparatively 

The supply, a very small amount. The main sources from which the bank 
draws its funds are deposits and current accounts. These con- 
sist of money left with the bank by people who cannot utilize it 
themselves, either because for the moment they do not require 
it owing to the fluctuating requirements of their business, or 
because they have made more than they can use profitably in their 
own business, and it lies in the bank till they can find a suitable 
investment elsewhere. Again, it may be that the nature of their 
business does not provide a suitable opening for the employment 
of capital, as in the case of professional men ; while others have 
so little that it is not worth while investing it separately; or 
from their position they have no means of knowing about 
investments, and they are afraid to take risks. All these people 
are willing to give their money temporarily to the bank, if the 
bank will keep it safe for them and give them a very little 

Bepos'ts and interest, or even none at all. They can withdraw their money 

discounts, , . _,, . Ill 

at any time when they want it. This money the banks get 
cheap and sell dear. They lend it out to manufacturers, mer- 
chants, &c., at a rate of discount much higher than the rate of 
interest payable to the depositors. The bank takes all the risks 
and keeps the difference between the rates as its profit or pay- 
ment for work done and risks taken.' This, then, is the second 
function of the banker ; he is a dealer in credit ; he buys and 
sells capital, just as other traders do other commodities, and the 
effect of the very high development of this system is that in 
England capital need never lie idle, while on the other hand 
no genuine venture need ever remain untried or be lost through 
want of capital. 

There are, of course, many different systems of deposits, e.g. 
fixed-term deposits, deposits subject to a certain notice of 
1 See Table JCVI, 
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withdrawal, or others, again, which may be withdrawn at any Terms of 
time without notice. The latter are practically current accounts, '■"""*' 
except that they can only be handled in one sum, while a current 
account may be drawn upon by cheque as required, or added 
to from time to time. Current accounts may be either with 
or without interest, though usually the latter nowadays ; if any 
notice of withdrawal is required they become practically deposits. 
The rate of interest payable by the banks on deposits usually 
varies according to the length of term of the deposit or the 
length of notice of withdrawal to which the bank is entitled. 

Again, there are many different forms under which the banks 
lend money, e.g. overdrafts, secured or otherwise, cash credits^ 
discounts on bills, and advances on security of negotiable Bank loans, 
documents, such as bills of lading, stock exchange securities, 
or any other form of valuable property. 

Before he can lend money on discount, however, the banker 
must first get deposits, and the accumulation of deposits is 
slow, because it requires confidence on the part of the public 
in the bank, and that only grows with time. It would be very 
convenient if the bankers could somehow lend money first and 
borrow it afterwards. They could then increase their operations 
immensely, and this is practically what they do. They issue Bank notes 
bank notes, which are merely promises to pay, promissory "' 
notes by a banker. The banker exchanges the merchant's 
promissory note for his own ; but the banker's note is better 
known and more likely to be accepted by the public. This is 
primarily how bank notes get into circulation. 

But of what use is this to the merchant? He has only 
exchanged one promissory note for another. There are certain 
differences, however, between bank notes and bills of exchange 
which make them better for the merchant, because they are 
more like money. In the first place, bank notes bear no 
interest. At first sight this would seem rather a disadvantage 
than otherwise, but in one sense it is not. The value of a bill 
of exchange varies from day to day according to the date when 
it is payable, because up till the due date it is subject to 
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No discount, deduction of discount, whereas after the due date has passed, 
interest accrues on the principal sum. The value of a bank 
note, on the other hand, never varies ; it is worth exactly its 
face value at any time, never more and never less. From the 
point of view of currency, that is to say its capacity for passing 
quickly from hand to hand, this is an advantage, because the 
receiver does not require to consider or calculate its present 
value. A bank note is therefore much more like a coin than 
a bill of exchange. 

Again, a bank note is transferable to bearer without any 
formality of endorsation, and ' without recourse ', that is to say 
without any liability remaining on the parties through whose 

No recourse, hands it has passed. To deal with this point fully would require 
a whole treatise on the law of bills of exchange, but it must 
suffice here to explain the salient principles of that law. The 
theory of a bill of exchange is that it is a ' document of title ' 
to money. The object of the legal system of documents of 
title is to enable the owner of goods or valuables to transfer 
his rights in them by a written act, or by mere transfer of the 
document which represents the goods. Thus, for example, 
when goods are placed on board ship for export the shipmaster 
or his representative signs a ' bill Of lading ', which is in effect 
a certificate that these goods have actually been placed on 
board, and will therefore be available to their owner when the 
ship arrives at its destination. But in the meantime the owner 
of the goods may find it desirable to sell these goods, or to 
borrow money upon the security of them, and the object of the 

Documents bill of lading is to provide him with a document of title, the 

oftitie. transfer of which will carry all his rights in the goods to 
another, the new owner's title to the goods being sufficiently 
proved by his possession of the document of title or bill of 
lading. This system is a great convenience to the merchant, 
who is thus enabled to handle the goods, figuratively speaking, 
though the goods themselves are for the time being out of his 
or any one else's reach, say at sea, and are therefore dead 
capital. The same system applies to store warrants and dock 
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warrants, which enable the owner of goods lying in safe storage 
to sell or deal with them without actually handling the goods 
at all, or making specific delivery of them to the purchaser. 
Round this system there has grown up a complicated body of 
law designed to protect the rights of parties interested in such 
goods, and the whole principle of the law is to maintain the 
validity of the document of title. 

In the same way, then, a bill of exchange is a document of 
title which enables the creditor to handle his money while it 
still remains in the debtor's hands, and the method of the 
system is that the possession of the \y^ prima facie proves the 
right of the holder to the money represented by it. Thus a bill Bill or 
of exchange may be defined as an order addtessed by one 
person, called the drawer, to another, called the acceptor, 
requiring the latter to pay to a third person, called the. payee, 
the amount stated in the bill on demand or at a fixed or 
determinable future time. It is therefore in legal terms an 
assignment by the creditor of his debt to a third party, and the 
bill is completed by the debtor's accepting it, as it is called, by 
writing his signature underneath or across the bill. As a 
matter of practice, bills instead of being drawn in favour of 
a third party are frequently drawn as payable to the drawer 
himself or his order, and the following is the usual form ; 
£1,000. London, December 1, ii)-i6. 

Three months after date pay to me or my order the sum of One 
thousand pounds for value received, 

A. B. 
To C. D. 

Then if the drawer wishes to transfer the amount to a third 
party, as, for example, when he wishes to discount the bill with 
a bank, he endorses the bill by writing his name across the 
back and hands it over to the bank. 

The object of the law, as has been said, is to do every- 
thing possible to secure to the endorsee of the bill or holder in 
due course, as the bank is now called, the due payment of the HoWeria 
bill when it becomes payable, which by custom in the above "^"^ °°"^*'' 

H 3 



loo THE MECHANISM OF EXCHANGE 

case would be March 4, three extra days, known as days of 
grace, being allowed to the original debtor for payment. To 
secure this it is provided that in case C. D. does not pay the 
amount when duly called upon, the holder in due course, the 
bank in this case, has the right of recourse, as it is called : that is 
to say, the right to come back on the original drawer and 
- endorser of the bill (or any or all of the endorsers if there are 
more than one) for payment, leaving him to take the bank's 
place and recover payment if he can from his original debtor. 
This liability therefore attaches to every person through whose 
hands a bill has passed : he remains liable as endorser until the 
Liability of bill is past due. This means a very serious liability to business 
en orsers. ^^^ ^^^ ^^^ passing bills through their hands every day, and 
they have developed a system of noting all these bills in a bill- 
book with the amounts, the names of the parties, and the due 
date, so that they may know how' they stand. 

It is obvious that such a system would be utterly impossible 
with anything which passes so rapidly from hand to hand as 
money does. Many people even grudge the trouble of noting 
the numbers of bank notes for large sums when they pass 
through their hands, as a protection in case these notes should 
be lost or stolen from them. It would be quite impossible, 
therefore, to handle notes at all if every one had to endorse 
them every time and remain liable on them for some time 
afterwards. Under these conditions no one would dare to 
accept a note without the most careful scrutiny to see that it 
was all right. 

The same careful system of handling bills of exchange implies 
another disadvantage from which bank notes are free. A bill 
No due date, of exchange must be presented exactly on its due date; if not, 
the holder loses, not his right to claim payment of the money 
from the original debtor, the drawee or acceptor of the bill, but 
his ancillary right of recourse against all the intermediate parties 
to the bill. Such a restriction is absolutely necessary in the 
interests of these parties, as otherwise they would never be sure 
that they were free of their liability on a particular bill. That 
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liability therefore ceases when the due date has passed, and a 
reasonable time beyond it to allow the holder to intimate the 
dishonour of the bill by nonpayment to any of the holders 
against whom he may wish to have recourse or to ' operate his 
right of relief, as the legal expression is. This involves a very 
serious obligation on the part of the holder ; if he wishes to 
protect his full rights under the bill, he must take a careful 
note of the exact date of the bill and present it for payment 
without fail on that very day. Stich a system would be abso- 
lutely impossible with anything that is to pass current as money. 

Again, to protect the original debtor under the bill against an 
old bill being produced and presented for payment many years 
after the due date, when perhaps he has really forgotten whether 
he paid it or not, or at any rate has lost or destroyed the 
evidence of payment, the law provides that if a bill is not 
presented for payment within a certain time (six years under 
the English law") after its due date, the position of the parties 
to the bill is changed ; not that the original debtor is entirely no 
relieved from payment,- but the onus is now laid upon the ^'^"'^"'"'°"' 
creditor to show that the sum due under the bill has never been 
paid, and that is a thing which is very difificult to prove. Once 
more it is obvious that such a system would be fatal to the 
utility of anything that is intended to serve the purpose of 
money. One of the functions of money, as will be remembered, 
was to act as a register of debt, a store of value, in other words 
one of the things that money is used for is to lay it by or keep 
it It would never do if when, under the pressure of some 
need for money, one went to his store, took out a bank note 
and presented it to the bank for payment, one were met with 
the answer, 'This note is over-due. We cannot pay it now 
unless you can prove that it has never been paid before.' 
That would be utterly impossible for the ordinary holder. No 
such law then applies to bank notes. They are recoverable 
by the holder at any time, to-morrow or forty years hence as 
he likes. 

All this explanation is intended to show that while a bank 
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note is legally a form of bill of exchange, for it is defined in the 
Bills of Exchange Act as 'a promissory note drawn on a banker, 
payable on demand', and a promissory note is just a bill of 
exchange in a slightly different form ; yet in order to facilitate 
the quick passing of bank notes from hand to hand as a ready 
means of exchange, their position has gradually approximated 
more and more closely to the position of money itself rather 
than of a document of title to money. And this similarity to 
money is strengthened by the fact that bank notes are always 
made for an even or round sum, such as Five pounds. Fifty 
pounds, &c, while a bill of exchange, like a cheque, may be for 
any odd sum of pounds shillings and pence. Bank notes are 
therefore the nearest approach to actual money that can be 
Banknotes imagined; they are in fact practically paper money. So near 
ega en er. ^^ ^^^^ come to being regarded as money that in many cases 
they have been made legal tender, like the notes of the Bank 
of England, which indeed used to be the most desirable form 
of money in England, and in some respects the most convenient 
form of money anywhere in the world. When notes are issued 
by a well-known bank which possesses the entire confidence 
of the people in the country, and as in the case of the Bank of 
England of business men throughout the world, they are really 
a very near approach to the ideal form of money. 

In fact, so thoroughly accustomed has the commercial world 
become to the idea of bank notes as the most desirable form 
of paper money, that it had before the War become almost an 
economic axiom that bank notes under proper regulation were 
much better than paper money issued by a government. It 
was maintained that under modern conditions even when bank 
notes were made legal tender they were much preferable to 
Better tiian a forced Or inconvertible paper currency issued by the govern- 

inconvert- , . . . . ... . 

ibie paper, mcnt,, and It IS mterestmg now to consider the arguments which 
were generally accepted in proof of this preference. For the 
striking fact is that when the war crisis broke over Europe all 
the belligerents at once rushed into large issues of government 
paper money, apparently forgetting or disregarding the old 
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theories altogether. It is only fair to note, however, that the 
circumstances were- entirely abnormal, especially in this respect, 
that the choice lay not between a forced or inconvertible 
government paper currency and a convertible bank note but 
between bank notes and government paper, both more or less 
inconvertible, for, to take the case of England, it is very doubtful 
whether the government could have escaped the necessity of 
suspending the convertibility of the Bank of Englaiid notes, 
during the War. There can, however, be no question of the 
supreme value of the test of convertibility as between the alter- 
native systems. In the present case England has established 
a new precedent because she has been able to introduce a 
system of convertible government paper money which is from War paper 

. .' , . , , -,.,,., currency. 

some points of view the ideal system. But it is still necessary 
to emphasize the very real advantages of a convertible bank 
note issue as against the alternative of an inconvertible govern- 
ment paper money under normal conditions. The most impor- 
tant of these lies in the argument that the method of issue of 
bank notes by the bank to some extent provides an automatic 
regulation of the amount issued, which is in itself a safeguard 
against the constant danger of over-issue. Theoretically the 
banks only issue bank notes to their customers in the ordinary 
course of business, e.g. to their own customers when they draw 
on their deposits or current accounts, or to their borrowing 
clients on the discount of bills or on other securities representing 
real business transactions or actual assets, and this it is claimed 
automatically restricts the issue of bank notes to something 
corresponding to actual biisiness requirements for currency. 
The issue of paper money, on the other hand, is regulated only The banking 

1 r 1 . • -nil principle. 

by the needs of the issuing government. Both these arguments, 
however, have been somewhat altered by the evolution of 
modern conditions. The extraordinary development of the 
financing facilities' of the modern banking world and the growth 
of methods of doing business which, while following the old 
forms, really represent different kinds of transactions, such as 
accommodation bills, finance bills, and the like, have to a large 



over-issue. 
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extent destroyed the validity of the first argument. This matter 
will come up again in dealing with the history of the controversy 
over the bank note system in England, when this argument was 
opposed and finally overcome by the contrary doctrine known 
as the currency principle. 

Again, the second argument with regard to the danger of 
over-issue by a government has been largely changed by the 
much higher standard of national honour and financial 
efficiency and rectitude which has been displayed by the 
governments of the belligerents, or some of them at least, in 

GoTernment the issue of paper money during the War. And if others have 
transgressed the limits of safe issue it has admittedly been 
under stress of abnormal conditions. It may therefore prove 
the beginning of a new attitude towards paper money on the 
part of even the most reputable governments. After all, if 
a government can be trusted to behave with common honesty 
and common sense, it is just as well fitted to be the guardian 
of a paper issue as the best controlled bank, except perhaps in 
one respect. The fact of a bank note issue being in the hands 
of a private institution, which is run for the personal profit of 
its own shareholders, was really a certain protection against the 
dangers of over-issue in one way. It must be kept in view 
that such a bank is a commercial concern conducted on 
business principles, and in modern business honesty is the 
best policy. Commercial men have realized that nothing but 
honesty pays in the long run. If, for example, a bank is 
tempted by the prospect of an extra profit into issuing too 
many notes, the responsible officials know perfectly well that 
they are running a frightful risk, not merely of losing that 
profit as soon as the public begin to feel the over-issue and 

Banks and bring the notes back for conversion, but also of losing every- 
thing else as the result of the inevitable run on the bank which 
will follow at once upon the suspicion pf its inability to pay 
the notes. Thus, if a bank over-issues, the consequence is 
ruin to the bank itself in the first place, though the public as 
holders of the notes may suffer too. The bankers know this, 



overissue. 
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and they are not likely to take the risk even if the law allowed 
them to do so ; it is not worth while for the sake of the small 
extra profit they might make out of the excess of notes. To 
an impecunious and not over-scrupulous government, on the 
other hand, the consequences of over-issue are not so imme- 
diately fatal, or the government may not be so quick to recognize 
the signs of over-issue, because, the notes not being con- 
vertible, the government cannot be made to feel the pressure 
of the demand for their exchange into gold again. Whatever 
be the cause, the fact remains that the public before the War 
always had more confidence in the notes of a bank than in 
pager money issued by the government, and th'6 result was 
that most governments had entirely given up the issue of 
paper money, and had handed over the issuing of bank notes 
to certain banks under strict legislative control. But the War changed 
has changed all that, and now every nation in Europe is using 
paper money. It may be that from this experience new views 
on the subject will emerge. 

Having now dealt with the three functions of a banker as an 
account keeper for its customers, as a dealer in capital, and as 
the issuer of bank notes, it next becomes necessary to consider 
the position of the bank with regard to its various customers, 
debtor and creditor, and to make up its balance sheet of assets 
and liabilities as follows : Its assets are its own capital, its Bank'sassets 

and 

advances on discount of bills and other securities, and its cash liabilities. 
balance or reserve. Its liabilities, on the other hand, are its 
deposits and current accounts and its note issue. The point 
to be specially noted in comparing the two sides of this balance 
sheet is that although the assets may largely exceed the liabili- 
ties, the latter are nearly all due on the spot or at very short 
notice, while most of the assets are only realizable after more or 
less delay. Its bills discounted, for example, are only due at 
certain dates, and although they are falling due and being paid 
every day, it is impossible for the bank to anticipate payment, — 
unless some other bank will re-discount the bills for it. In case Liquid 
of a run on the bank, therefore, the bank has only one asset to "^' ^" 
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fall back upon immediately, one asset which is perfectly liquid 
and available on the instant to meet any abnormal claims that 
may be made upon the bank. For the fact must be clearly 
realized that the bank bases its whole business on the assump- 
tion that normally only a certain proportion of its customers 
will want their money back at any given time. If they had to 
keep all their customers' deposits lying waiting, on the off 
chance that they might be wanted, there would be no possi- 
bility of doing business at a profit at all, and the customers 
would require to pay the banks a heavy premium for keeping 
their money safe, instead of receiving interest on their deposits. 
The banks ITave learned by experience that in normal times they 
may safely lend out all but a certain proportion of their deposits, 
but they must keep a certain part always at hand in actual cash 
The or very nearly so, to meet the ordinary requirements of the 

reserve. , . . 

busmess, and something over to provide for unusual require- 
ments. In other words, in addition to keeping a certain amount 
of what they call ' till money ', that is to say actual money for 
the day's turnover of cash, they must always have at hand 
a reserve of available funds in case their customers should 
happen to require more than their usual for a time. This 
reserve, then, becomes the pivot of the bank's whole business, 
and it is a very difficult problem to know just how much of a 
reserve the bank ought to ieep, and how to keep it, that is to 
say, how to maintain it at a safe figure and prevent its being 
drawn upon too rapidly in times of difficulty. The natural 
desire of the bank's shareholders is to keep the reserve as low 
as possible, because money lying unemployed, as the reserve 
must, is purely unproductive capital. On the other hand, the 
reserve is the sole security for the ability of the bank to meet 
all possible claims that may be made upon it immediately, and 
that is the one thing essential to a bank, because the slightest 
hesitation in paying what is asked for would at once alarm all 
its depositors and bring them clamouring to the bank for their 
money, which otherwise they would never have thought of with- 
drawing. Self-preservation therefore dictates the keeping of an 
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adequate reserve, while the desire to earn dividends points to 
its reduction as low as is compatible with safety. How then 
are these conflicting interests balanced ? 

GiDE, Book II, chap, ix, §J 1-4 ; chap, x, §§ 1-5. 
Withers, The Meaning of Money, chaps, i-v. 
Easton, Money, Exchange and Banking, chaps, viii-x. 



CHAPTER X 

THE ENGLISH BANKING SYSTEM 

The Bank of England. — ^The Other Banks. — Lombard Street.— Where 
they get their money and what they do with it. — The Bank Charter 
Act, 1844. — The Issue Department of the Bank of England. — Regu- 
lation of bank note issues in other countries. — The Banking Depart- 
ment. — ^The Weekly Return. — The Reserve. 

The whole banking system of the modern commercial world 
is so largely dependent on the banking system of London, 
which in turn is centred in the Bank of England, that itis 
necessary, in order to understand the banking system of any 
country, to examine the English system first. The War has 
proved more conclusively than ever the international character 
of finance, and the way in which disturbance in any country is 
bound to react upon the financial world everywhere. The 
world's financial system is perhaps the most complex and 
many-sided organization ever seen, and it can only be under- 
stood by getting at the core of it first, and working outwards. 
The hub of It is a simple statement of fact that that core lies in the small 
area of about a square mile which houses the great London 
Money Market, and it is no exaggeration to describe the 
building of the Bank of England, the ' Old Lady of Threadneedle 
Street', which is the centre of that area, as the hub of the 
universe, for, as the War has shown, finance rules everything. 

The financial system of London may be divided into three 
parts. There is first the Bank of England itself, which is the 
pivot of the whole system ; next, in the inner circle as it were, 
are all the ' Other Banks ', as they are called, of Great Britain, 
meaning all the Joint Stock Banks and the comparatively few 
private banks still remaining, which make up the banking 
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system of Great Britain. For in order to understand the 
English system it must be realized that in England, to a degree 
which holds good nowhere else, the financial system is 
specialized or divided between home and foreign business. Speciaiiza 
Roughly speaking, though this is becoming every year less 
true,'the British banks as such do not touch foreign business. 
Finally, in the outer circle is a heterogeneous collection of 
banks and financial institutions of all sorts, generically known 
as Lombard Street or the Outside Money Market, which can Lombard 
be distinguished from the inner circle by the fact that it does 
the greater part of the foreign monetary business of London, 
though this must not be taken to mean that it does not do 
a very large snare of the home business too. It does both 
and !s in a way the connecting link between the two parts of 
the system. The name is an indication of the history of 
the system. In the thirteenth century the Lombards, coming 
in the first place as agents to collect the Pope's taxes, settled 
down in this part of London and began to carry on their 
traditional business of money-lending and also foreign exchanges 
and marine insurance. Thus the quarter which subsequently 
became the home of the goldsmiths, the first English bankers, 
acquired its name, which has ever since been synonymous with 
money. Lombard Street itself is a small street running off 
among seven others from Bank Corner, the famous centre of 
London's business quarter, and probably the busiest street- 
comer in the world. Every one of these streets, for half a mile 
or so from the Bank itself, is crammed with the offices of 
financial houses and branches of banks from every country in 
the world. Every bank of any importance in the world has 
a branch or an agency, if not its head office, within this small 
circle, to which as a whole the general title of Lombard Street 
is applied. 

The method of the inquiry into this enormous and compli- 
cated system is indicated by the line of thought suggested at 
the close of the previous chapter. The essence of a bank's 
business is receiving and lending money or dealing in floating 
* Very markedly so during the War. See Chapter XVI. 
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capital. The best method of attacking the problem is there- 
fore to follow out these two sides, by putting the inquiry into 
two questions : ' Where do all these banks get their money ? ' 
and ' What do they do with it ? ' At the same time the vertical 
Home and division, as it might be called, of the London system into home 

foreign ' ° ... rr,, r ,i 

business. and foreign business must also be kept m mmd. The tollowmg 
is an attempt to apply this double method of division of the 
system. 

I. Where do the Banks get their Money ? 

A. The Bank of England. 

England. I^ome sources. In the first place, the Bank of England is in 

every sense of the term, except the name, the national or 
government Bank. It holds all the accounts of the various 
departments of the government ; it manages the National Debt ; 
it is the representative of the Mint, and generally speaking it 
exercises the fullest functions of a state bank. But it is one 
of the paradoxes of the English system that the Bank of England 
so far as its constitution and control are concerned is entirely 
a private institution, theoretically at least. Officially the govern- 
ment has no control over it whatever, not even a representative 
upon its directorate ; but as a matter of fact the final say in all 
its affairs really lies with the government, while its actual policy 
is dictated entirely, by the public interest, so far as the directors 
can ascertain it. Though the Bank is a private concern, owned 
by ordinary shareholders, it has for many years fully realized 
and acted up to its position as the official head of the English 
banking community, and the interests of the shareholders have 
always been regarded as secondary to the public interest. 
From the present point of view the importance of this privi- 
leged position of the Bank is that it holds all the government 
accounts, which at times amount to enormous sums. These 
Public Public Deposits,.as they are called, have, foi: example, amounted 
Dcposita. ^j. fjjjjgg during the War to nearly £150,000,000. 

Many large business houses, public companies of all kinds, 
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and even private persons also keep accounts with the Bank of 
Englandj and these are classed in the Bank's Weekly Return 
as Private Deposits. There is, however, a radical difference 
between the Bank of England and all others, in respect that it 
pays no interest on private deposits. Its total deposits there- 
fore are not nearly so large as its position otherwise would 
indicate. The great bulk of the private deposits in England is 
held by the Other Banks. 

One of the most important contributions to the deposits of 
the Bank of England arises from the fact that all the Other 
Banks make it an invariable custom to keep a considerable 
balance with the Bank of England as their own reserve. This 
is in fact the outstanding characteristic of the English system, 
which is known as the ' one reserve ' system. Instead of each Private 

^ Deposits. 

bank keeping its own reserve, they all lodge it with the Bank 
of England, which thus becomes in a very peculiar sense the 
bankers' bank. This fact again illustrates the solidarity and 
centralization of the English system. All the banks support 
the Bank of England by giving it their deposits (without interest 
be it remembered) in normal times. They thus establish a 
certain claim on the Bank for special assistance to any bank 
that may find itself in temporary trouble; and this claim is 
fully recognized not only by the Bank of England itself, but 
by all the other banks, for they clearly recognize nowadays 
that they all stand or fall together, A serious run on one 
bank necessitating its suspension would almost inevitably, in 
times of financial nervousness, produce a run on other banks, 
and the effect of such a panic is peculiarly cumulative. If one 
bank goes, others are almost certain to follow. 

Finally, the relations between Lombard Street and the Bank 
of England are so close, especially in times of strain, that most 
of the foreign bankers, bill brokers, and other financial institu- 
tions in the Outside Money Market make a practice of keeping 
a balance in normal times with the Bank of England. 

Foreign sources. These are on the whole similar in character tora'jjo 

suddIigs 

to the home sources, the only difference being that their origin 
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Foreign is foreign. Thus many foreign governments have at times 
large sums at their credit with the Bank of England because 
London is a very important centre — it was until recently 
almost the only centre — for raising large government loans. 
Suppose, for example, that the Turkish Government proposes 
to add to its fleet. Orders are placed with British ship-builders, 
and in course of time the ships are completed and payment is 
due. But the Turkish Qovernment can only find the necessary 
funds by raising a loan, which can best be floated on the 
English market, with perhaps the assistance of French financiers. 
The money borrowed in England would then be paid into the 
account of the Turkish Government with the Bank of England, 
to lie there until drawn upon by cheques in favour of the 
ship-builders. 
Foreign Many foreigners of all kinds, from crowned heads downwards, 

Deposits. also keep accounts with the Bank of England, because after all 
the Bank of England is just about the safest place in the world in 
which to keep one's financial sheet-anchor. One can always be 
sure of getting payment as and when it is wanted in London, in 
gold for example if required, which is not always true, especially 
in times of crisis, in other countries. Only twice in the history 
of the Bank has this not been literally true, once during the 
suspension of gold payments due to the Napoleonic Wars, and 
again during the present War. 

Many private firms in foreign countries, and especially foreign 
banks and foreign merchants, also keep accounts with the Bank- 
of England because so much of their financial business finds 
its way to London for final settlement, and an account there is 
always the most convenient thing possible, wherever one may 
want to make payments. If, for example, an Austrian in Vienna 
wants to make a payment to an Argentine Spaniard in Buenos 
Ayres, the most desirable form of payment from the creditor's 
point of view will probably be a cheque on London. A London 
cheque is always welcome anywhere, because under normal 
conditions there are always many who require to remit to 
London, and who are glad to get such a cheque. 
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It is difficult, however, to distinguish between this kind of 
private deposits by foreigners in the Bank of England and 
those already mentioned as home receipts by the Bank from 
Lombard Street, for many of these deposits, though actually 
foreign in their origin, would naturally be paid to the Bank by 
the representatives in London of the foreign owners. 

B. The Other Banks. Roughly speaking, the British Banks 
as already indicated confine themselves to home business and 
receive all their funds from private deposits. But as a matter 

of fact in recent years some of the large London Joint Stock Ti.e other 
Banks have been doing an increasing share of the foreign 
business which comes to London, and have received con- 
siderable deposits from foreign, sources of the kind above 
described in the case of the Bank of England. This, however, 
does not affect the general truth of the statement that their 
funds are mainly derived from British private depositors, and 
the amount so received, as already mentioned, amounted before 
the War to over £1,100,000,000. In 191 8 it was nearly double 
that amount. (See Table IX (i).) 

C. Lombard Street, like the Bank of England, also draws 
its supplies both from home and abroad. The Outside Money 
Market includes not only the representatives of foreign banks 
and other financial institutions abroad, but also all kinds of 
purely British houses, some of which are engaged mainly in 
foreign business, but many others just as largely in home 

trade. Discount Houses, both home and foreign. Accepting The OutsMe 
Houses, primarily foreign, and all sorts of other interests are Market, 
represented in London, because Lombard Street is the one 
place in the world which provides the quickest and therefore 
the most profitable market for money. There you can either 
borrow or lend money, as your position for the time being 
requires, on the shortest possible notice, and to almost any 
amount. Lombard Street is the meeting-place of the world's 
supply of and demand for floating or loanable capital. Every 
one who has money to spare, even for the shortest period, can 
send it in to Lombard Street as 'call money', and he will 
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receive a small rate of interest on it even for the few days or 
weeks that he can allow it to remain. Such money received 
from large financial institutions of all kinds, insurance and 
investment, and even commercial and industrial companies as 
well as the banks proper, is the chief source of Lombard 
Street's funds ; but they also have the control from time to time 
of large funds belonging to the foreign banks- and merchants 
which many of them represent. Lombard Street therefore is 
the meeting of the waters in the world's financial affairs. 

n. What do they do with the Money? 

A. The Bank of England. The drains upon the Bank of 
England's funds, or the employment found for it, are chiefly 
for home purposes, though many of them are really the result 

Governmeiit of foreign requirements. Taking the actual home needs first, 
□rrowiDg. ^^^ Bank has often to advance money temporarily to the 
government, when certain expenditure has to be met before 
the funds to meet it from taxation have yet been fully collected ; 
or again, one department may be heavily out in its expenditure 
while another has large funds at its disposal. On balance the 
government was, before the War, not often a borrower. 

The Bank being, after all, an ordinary private concern, must 
employ the bulk of its spare funds in the ordinary lending 
business of a banker, that is to say on the discount of bills, 
loans on stock exchange securities, and other similar kinds of 
financial business ; but owing to its peculiar position the Bank 
in normal times does a comparatively small proportion of the 
total business of this kind done daily in London. The reason 

The Resene. is that the Bank, being the Central Reserve Bank of the whole 
English system, must keep a much larger proportion of its total 
deposits in reserve than any of the Other Banks, which, as 
already explained, look to the Bank of England to fulfil this 
function for the whole system. In normal times, before the 
War, the Reserve amounted to over fifty per cent.' of the whole 

» See Table XI. 
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liabilities of the Bank to its depositors both public and private, 
and the necessity of maintaining this large proportion in 
Reserve naturally restricted its ordinary lending business. 
But the peculiarity of the Bank's position is that while in 
normal times it does only a comparatively small share of the 
discount business, in times of difficulty the whole strain of the 
Money Market's requirements is thrown upon it. Apart from Discounts, 
such times of crisis the Bank does a considerable business at 
times with the Lombard Street houses who come to it for funds 
when their ordinary supplies are temporarily insufficient ; and in 
this way, as will be seen later on, the Bank is able to exercise a very 
powerful control over thepositionof theMoneyMarketasawhole. 

B. The Other Banks. The employment of their funds 
is almost entirely confined to home business, though this 
characteristic is changing markedly in recent times. They Home dis. 
employ a considerable proportion of their funds, as much as 

they think safe in view of the nature of their liabilities to their 
depositors, in lending to merchants, manufacturers, stockbrokers, 
&c., on discount of bills, on overdrafts or cash credits, and on 
the security of all kinds- of valuable and quickly realizable 
property, stock exchange securities, &c.' But it is generally 
regarded as unsafe for them to- invest in land or immovable 
property, because at a time of difficulty, such as a financial 
crisis, or when there is a run on the bank, such securities 
cannot be realized quickly enough. Of the rest they send 
a comparatively small portion to the Bank of England as 
a reserve, and the remainder, or the greater portion of it, is 
lent to Lombard Street, 'at call,' that is to say as call money, caiimoDey. 
to be used by them in the short loan market already described. 
There has, however, been a steady tendency in recent times for 
some of the other banks to keep a larger amount of cash and 
even gold in their own hands as reserve ; but as they do not 
publish any information with regard to these holdings thei 
amount of them is largely speculative. 

C. Lombard Street. The Outside Money Market will 
lend money to any one who has good security to offer, and pn 

» See Table IX (4). 
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almost any kind of security. Their main business is the dis- 
count of bills both home and foreign, but they also lend money 
for all sorts of purposes and for any time from the shortest 
periods, even overnight or for the week-end, upwards. The 
rateof interest they receive on such short loans is comparatively 
low as a rule ' ; but the rate they pay for the call money is lower 
still. They work on smair margins of profit, and their whole 
business is to keep their money constantly employed. This 
business is world-wide in character and distribution. The busi- 
ness of discounting foreign bills, which is still largely and was 
formerly entirely in their hands, requires some further explana- 
tion on account of the part it plays in other matters to be 
dealt with later on. Suppose that a merchant in Buenos 
Ayres wishes to buy lace goods from a Nottingham manufac- 
turer. Some method of payment must be arranged, because 
the Nottingham man knows nothing of the foreigner, and can 
hardly be expected to give credit to a total stranger. The 
apparently simple way is for the Argentine to send the money 
with the order, but he is probably not able to pay in advance ; 
besides, he may not care to trust the manufacturer. What he 
does, therefore, is to offer payment by bill of exchange, say at 
three months' date, against receipt of the bill of lading for the 
goods. This, however, would not satisfy the exporter; he 
must have some sort of guarantee that the buyer is good for 
the money, and that the bill will be met when due, and so the 
custom has grown up in London of certain large firms who 
have connections abroad lending their names to such bills as 
guarantors by accepting the bill in place of the foreign buyer. 
This they do for a commission paid them by him, and because 
they know, or are informed by their house in Buenos Ayres, 
that he is good for the money. These 'Accepting Houses' 
then, as they came to be called, have become middlemen of a 
sort between the manufacturer and his foreign customer. When 
tbe goods are ready for shipment the manufacturer sends the 
bill of lading for the goods to the forwarding house in London 
» Sec Table XVI (i). 
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along with the bill of excliange for their value. The latter is 
presented to the Accepting House for their signature, upon 
which the bill of lading for the goods is handed over. Then 
the bill of exchange can be discounted either with an ordinary 
bank or with one of the large Discount Houses, as they are 
called, in Lombard Street, which lends the money willingly 
on the double security of the Accepting House and the manu- 
facturer himself, who as drawer of the bill is of course 
ultimately liable. Thus the business of foreign discounts in Foreign 
London has gradually become specialized or divided between 
these two classes of firms, the Accepting Houses and the Dis- 
count Houses, and the two together represent a very large and 
very important part of the business done in Lombard Street. 

In the diagram on page 119 an attempt is made to repre- 
sent, something after the fashion of a wheel and its spokes, 
the ramifications and interrelations of this complicated system. 
The principal point to be noted in the description of the 
system is how the whole organization is centred in the Bank 
of England. The Bank, in addition to its own ordinary 
current accounts and deposits, holds the reserve of all the 
Other Banks ; it holds also the government funds and often 
balances belonging to foreign banks and foreign governments 
also. It is no exaggeration therefore to say that the insolvency Position of 
of the Bank of England would involve the bankruptcy of 
every one in England from the government downwards, and 
also in all probability the bankruptcy of every state bank and 
almost every government throughout the world. It is simply 
impossible to realize what it would mean. Thus the responsi- 
bility of 'the Bank, not only to England, but to the financial 
world as a whole, is very heavy, and it is all the more para- 
doxical that, as already pointed out, practically no government 
control over the Bank should have been found necessary. 
While this is true, however, it must be very clearly recognized 
that, as a matter of fact, the actual control over the Bank's 
affairs is of the most stringent kind possible, because it is 
exercised by the public opinion of the whole Money Market, 
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which would certainly be enforced if necessary by the govern- 
ment. But it has never been necessary for the government 
to interfere or to overrule the directors. On the contrary, the 
Directors of the Bank of England have at all times of crisis 
been the chief advisers of the government, and during the war 
crisis of August 1914 their action was an example to the 
whole banking world. This idea of the position occupied by 
the Bank of England and its responsibilities is more than any- 
thing due to the work of one man, Walter Bagehot (1826-77), 
who in his book called Lombard Street, originally pub- 
lished in 1873, was practically the first to set forth the real 
constitution of the London Money Market and the true place 
of the Bank of England in it. When his work was first pub- 
lished he was describing an ideal, but the ideal has every 
year become more and more actual; and now there is no 
financial institution of any kind in any country that more 
thoroughly deserves the public confidence which it unques- 
tionably enjoys than the Bank of England. And* this has 
been achieved with the absolute minimum of government 
control. The only legislation affecting the Bank of England 
is the Bank Charter Act of 1844, commonly called Peel's Act, 
and that only deals in detail with the one question of note 
issue. How that came to be so involves a brief account of the 
history of the Bank of England from its foundation. 

The Bank of England was founded in 1694, but the develop- 
ftient of banking in Europe which led up to its foundation had 
been going on for several centuries before that date. The 
earliest banks in Europe were those of the Italian Republics 
which are said to date back to the twelfth century, though the 
famous Bank of St. George at Genoa was only definitely 
established in 1407 and the Banco di Rial to in Venice in 1587. 
The first bank in Western Europe was the Bank of Amsterdam, 
founded in 1609, followed by the Bank of Hamburg in 1619, 
and the Bank of Rotterdam in 1635, and the first bank-note was 
issued by the Bank of Sweden in 1656, two years after its 
establishment. In England the banking system only began to 
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Theeoid- dcvelop early in the seventeenth century. Up to 1640 the 
merchants of London had been in the habit of keeping their 
uninvested funds in the Tower of London under the care of 
the government; but in that year Charles I seized a sum of 
£130,000 lying in the Tower, and thereafter the merchants, not 
trusting the government, developed the practice of lodging their 
funds with the goldsmiths. These had already begun to 
extend their original trade of artificers in the precious metals, 
by acting as money-changers and also as dealers in capital, 
lending at interest part of the funds deposited with them. 
They paid interest on these deposits and issued notes of hand 
acknowledging them, which were practically deposit receipts. 
In spite of the usury laws they charged high rates of interest 
on their loans, and they also made considerable profits by 

Money. their money-changing transactions. In these days the irregular 

changing. ^^^^ ^^ ^^^ coinage made banking a highly skilled and 
remunerative profession, involving careful consideration of the 
weight, standard, condition, and value of every coin handled ; 
it is said, for example, that when making payments the gold- 
smiths paid out the most worn or debased coins, keeping 
the best for use as bullion. 

From 1640 onwards the government from time to time 
received advances from the goldsmiths acting as bankers ; 
but in 1672 the Exchequer stopped payment, being at that 
time in debt to the goldsmiths to the extent of £1,300,000, and 
thus again destroyed all confidence on the part of financial 
men in the government. Public confidence in the goldsmiths 
and private banking firms into which they were then develop- 
ing — some of the private bankers of the present day can trace 
their origin to the old goldsmiths of those days — had been 
shaken by frequent failures among them, and from about 165 1 
tracts had appeared in England advocating the formation of 
a public chartered bank on the lines of those which were 
already in existence in other parts of Europe. 

Foundation In 1 694 the government of William III was in urgent need 
" *" ' of funds, but owing to their bitter experience with his prede- 
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cessors none of the London merchants would trust the govern- 
ment with a loan. It was then that a Scotchman named 
William Paterson came forward with the scheme which led to 
the formation of the Bank of England. He offered to lend 
the government £ 1,200,000 on condition that they granted him 
a Royal Charter for the incorporation of the Bank, with the 
right to carry on all the business of bankers, including deposits 
and discounts, and conferred upon the Bank the right to issue 
notes to the extent of the sum lent to the government. Thus 
began the modern National Debt of England. 

In 1697 a new charter gave the Bank of England the its mono- 
monopoly of joint-stock banking- in England, and this was ''° ^' 
further strengthened by the Act of 1708, which restricted the 
number of partners in banks of issue to six during the continu- 
ance of the Bank of England. In 1751 the Bank took over 
the management of the National Debt. The granting of this 
monopoly to the Bank of England is the key-note to the history 
of the subsequent development of banking in England. From 
this point onwards the development of the English system may 
be compared with the entirely different system in its immediate 
neighbour Scotland, as illustrating two opposite ideas of the 
kind of body which should be entrusted with the functions of 
a banker. In England, with the exception of the Bank of 
England; the banking business was carried on entirely by 
private banks, that is to say by private firms composed of Private 
a number of individual partners under firm-names composed 
of the names of these partners or some of them, and usually 
ending with '& Company', — hence the form still in use in 
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was largely based on the faith of the public in the integrity and 
stability of the private individuals composing the firm, and this 
naturally restricted the operations of the bank to the town or 
district where the partners were known. As the Bank of 
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England confined itself entirely to London and had no 
branches throughout ibp country, it practically meant that all 
the banking business of the country was localized, each town 

mtraT'*'' ^r, district having its own local bankers. In Scotland, however, 
a different system began to develop at an earlier stage than in 
England. A number of large joint-stock or incorporated banks 
were formed, that is to say, joint-stock or shareholding com- 
panies incorporated by Royal Charter, such as the Bank of 
Scotland in 1695, the Royal Bank in 1727, and the British 
Linen Company in 1746. These large concerns estab- 
lished branches in many of the chief towns of Scotland, and 
their reputation became firmly established throughout the 
country. Thus the two systems maybe described as a' large 
number of small, local private bankers throughout the country 
in England, while in Scotland it was a small number of large 
joint-stock banks with branches covering the whole country. 

Suspension The chief event in the history of the Bank of England 

of payment, i /. , . . ■ 

i797-»8j3- before the Act of 1844 was the suspension or restriction of 
cash payments during the Napoleonic Wars. Till then the 
use of bank notes in England as common currency had been 
greatly restricted by the large denomination of the notes 
issued. At first the lowest amount of any note was £20. In 
1759 £15 and £10 notes were authorized, and £^ notes in 
1793. With the suspension of cash payments in 1797, how- 
ever, the need of smaller notes was at once obvious, and £1 
notes were immediately issued in considerable quantities. 
The crisis which was the, immediate cause of the suspension 
soon passed, and the Bank would have been quite willing to 
resume cash payments ; but so little objection was there to the 
note system that no one asked for its discontinuance, and the 
suspension was prolonged. At first the issue was compara- 
tively small, only some £10,000,000 in 1797, and it was not till 
1809 that there began to be any suspicion of inconvenience 

Premium on attached to the note issue. Then it began to be realized that 
gold had gone to a premium, the price rising to about £4 12s. 
per ounce in 18 10 instead of the ofBcial price of £3 17^. io|i. 
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Financial people began to talk about the high prices, 
which were then prevailing,' being due to inflation caused by 
the excessive issues of paper money throughout the country, 
for although the Bank of England issue was still only about 
£19,000,000 the private banks throughout the country and in 
Ireland had increased their issues enormously. A Bullion 
Committee was appointed in 1810 which marked the beginning 
of a tremendous controversy, the very meaning of which it is 
now almost diflScult to comprehend. The truth is that the Bullion 
financial world of those days was only feeling its way by ^°"'°""*- 
experience to a realization of the meaning and principles of 
money, and it is largely to those discussions that we in modern 
times owe our very clear-cut ideas as to the principles and 
functions of money. But from our present point of view 
the chief importance of this controversy was that out of it grew 
the alternative principles which formed the basis of the later 
controversy over the question of the best method of regulating 
the Bank of England's note issue. The Restriction itself was 
finally removed in 1819-23, by which time the new currency 
of 18 1 6 was in full being; but the lessons of the controversy 
were still to be applied to banking problems. From 1790 
to 1820 there had been growing dissatisfaction with the 
English system owing to the disastrous frequency of failures 
among the private banks. Between 1810 and 1817 alone, 
there had been 157 of these, and a considerable agitation was 
growing in favour of some approximation to the Scotch system 
of joint-stock banks. In 1823 a pamphlet was published by 
one Thomas Joplin in which he pointed out a fact which had Jopiin. 
apparently not been fully realized till then, namely, that the Bank 
of England's monopoly only prevented the establishment of 
joint-stock banks with the right to issue notes, and that if any 
one cared to establish a joint-stock company to carry on the 
other parts of a bank's business there was nothing to hinder 
him doing so. But, as things were then, the impossibility of 
obtaining a note issue was quite sufficient to prevent the 
I See Table V. 
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establishment of any other joint-stock banks, because in those 
days the issue of notes was looked upon as the most important 
and certainly the most profitable part of a bank's business. 
The fact is that banks as they are now did not exist then. 
The development of the system of current accounts and 
payment by cheque was still in its infancy, but no one then 
could have conceived that banking business would develop on 
the lines and to the extent which it has since done. Indeed, 
that development is very largely just the result of the history 
which is being narrated. No one, however, paid much atten- 
tion to Joplin's pamphlet at the time, but in 1824-25 there was 
The Metro, another series of bank disasters, seventy-six of them failing, and 
' in 1826 a new Act was passed which allowed joint-stock banks 
to be established with the right of issue, so long as they had no 
office or branch within sixty-five miles of London, this being 
the first establishment of the metropolitan area which afterwards 
became the Bank of England's absolute preserve for note issue 
purposes. This same Act once more raised the minimum value 
of bank-notes to £5, and an attempt was made to extend this 
provision to Scotland, which, however, was successfully resisted, 
fortunately for Scotland, thanks largely to Sir Walter Scott. 

In 1833 when the Bank of England's Charter again came up 
for renewal, the view which had been advocated by Joplin was 
specifically adopted in the wording of the new charter, and 
immediately the development of the great modern joint-stock 
banks of London began apace. But the unstable character of the 
provincial joint-stock banks which possessed the right of note 
issue, still attracted public attention from time to time to the 
question of the regulation of note issues, and finally the matter 
came to a head in the great controversy which preceded the 
passing of Sir Robert Peel's Bank Charter Act of 1844. The 
ReguiatioD principles underlying the arguments of the two sides were 
known as the Currency and the Banking principle respectively. 
The former maintained that no security for a bank-note issue 
could be satisfactory except the retention of actual currency in 
reserve or ' earmarked ', as it is called, for the conversion of the 
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notes when required. The advocates of the banking principle, Bankings, 
however, maintained that bankers could be relied upon to principles, 
restrict the issue within safe limits, because the nature of 
banking business provided a natural limitation to the issue, 
notes being issued only on actual commercial transactions 
representing a bona-fide need for currency. In reply to this it 
was argued that experience during the suspension of payments 
had shown that excessive issues were not so checked ; during 
the South American boom in 1809, for example, owing to 
enormous loans by the banks on discounts, the amount of the 
issue rose dangerously high. _ It must be remembered that in 
those days the Bank did not possess one very powerful weapon 
which it now uses successfully when necessary, and which will 
be explained in the next chapter, namely the right of raising 
the rate of discount, or, in other words, charging more for its 
loans in order to check an excessive demand. In those days 
the usury laws were still in existence and the maximum rate 
of interest chargeable, namely five per cent., was not nearly 
high enough to check excessive borrowing in times of excited 
speculation. It is hardly worth while discussing now, however, 
whether, under the extended use of this means of self-protec- 
tion, the Bank of England might have developed on better 
lines. The fact is that the Currency party triumphed, and the 
Act of 1844 tied up the English bank-note system under such 
restrictions as completely prevented its further growth, and so 
resulted in diverting the development of the English banking 
system along entirely different lines from what might otherwise 
have been the case. 

The leading principles of the 1844 Act seem to have been, Tiiei844 
first, that the issue of bank-notes should gradually be monopo- "^'^ 
lized in the hands of the Bank of England, and, second, 
that that issue should be limited to a fixed amount against 
securities, all the rest being against full gold cover only. To 
secure the first, it provided that no bank having an office in 
the metropolitan area of 65 miles round London was to be 
allowed to issue notes, and that in the provinces of England no 
new joint-stock bank was to be allowed to, begin issuing notes 
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—Scotland and Ireland were accorded special treatment- 
while the future issue of those which already had the right of 
issue was to be limited to the amount of their actual issue at 
the time of the passing of the Act. In the case of the Bank 
of England its business was to be divided into two entirely 
separate departments known as the Issue Department and 
the Banking Department respectively ; the former was to do 
nothing but issue notes, the latter to carry on the whole bank- 
ing business of the Bank. The regulation of the Bank's note 
issue was laid down as follows : The actual issue at the date 
of the Act was taken as £14,000,000 and this amount they 
were to be allowed to issue in future against securities, includ- 
ing the amount which the government then owed the Bank, 
which was about £11,000,000. This sum of fourteen millions 
was to be known as the Authorized Issue. Beyond this the 
Bank may issue as many notes as they please, so long as the 
full value of them in bullion is deposited with the Issue 
Department. Silver to the extent of one-fourth of the gold 
was allowed by the original Act ; but for many years the Bank 
has not exercised its right to hold silver. The notes of the 
Bank of England are legal tender in England only (not Scotland 
and Ireland), except of course at the Bank itself. 

With regard to the existing issues of the provincial banks, 
both private and joint-stock, it was further provided that 
should any such bank fail or give up business or become 
amalgamated with another its authorized issue should forth- 
with cease, and it would be within the right of the Bank of 
England by Order in Council to have two-thirds of the lapsed 
issue added to the amount of theirs. As showing how almost 
completely effectual this policy has been in centralizing the 
note issues of England in the Bank it may be mentioned that 
in 1844 the provincial issues in England amounted to 
£8,631,642 issued by 207 private and 72 joint-stock banks. 
while in 1917 they had fallen to £258,870 issued by one private 
and eight joint-stock banks.* By the addition of their share of 
> See the Economist Banking Number, May 18, 1918. 
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these lapsed issues, the authorized issue of the Bank of England 
has been raised to £18,450,600, which it will be noticed is 
materially less than the full two-thirds of the lapsed issues. It 
wassometimes thoughtthattheauthoritiesof theBank of England 
were keeping this margin of over a million as a reserve for use 
in times of crisis ; but it was not so employed in the great war 
crisis of 1914. 

This stringent regulation of the Bank's note issue was very 
severely criticized for many years, and there can be no doubt 
that it was the main cause of the English banking system 
following the lines of development which it actually chose. 
The weakness of the system was its absolute inelasticity at inelastic 
times of crisis when more cash is wanted. Notes would serve ^''^ ™" 
the purpose, but the Bank cannot issue a single note except 
against gold, which is quite useless. This absolute restriction of 
development of the issue of notes has therefore compelled the 
adoption of an entirely different system, namely the use of 
cheques instead of notes, and there is much to be said for the 
argument that that has proved to be in the long run a better 
system. 

It is interesting before leaving this part of the subject to 
note the various alternative systems of regulation of note issue 
adopted in other countries. These are three in number, namely: 

(i) The principle of the fixed ratio, that the number of notes other 
issued must be covered by gold and securities in certain fixed ^^^''""' 
proportion. This is the German system, for example, the pro- 
portion being one-third gold and two-thirds securities, but there 
a special provision is made that the bank may exceed the fixed 
proportion on paying to the government a tax of 5 per cent, on 
any notes in excess. This heavy tax was thought to be sufficient 
to prevent any danger of over-issue. 

(2) The principle of maximum issue. This is the French 
system, where the total issue was limited before the War to 6,800 
million francs, and there is no provision at all as to the amount 
of gold to be held. That is left to the prudence of the bank. 
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But the Bank of France, which issues these notes, is under severe 
legislative restriction as to its ordinary banking business. 

(3) Practically the whole amount of the note issue is covered 
by the deposit of securities, as in America till 19 14. 

The only provision made by the Act of 1844 with regard to 
the Banking Department of the Bank of England is that the 
Bank must publish every Thursday an account, known as the 
Weekly Return, showing the position on the previous day of 
the whole accounts of the Bank, including both the Issue 
Department and the Banking Department. A specimen of 
this Weekly Return will be found in Table X in the Appendix. 

It is very important that this account should be really under- 
stood, for its publication every Thursday at noon is awaited 
with the greatest interest, and the announcement of the Bank 
Rate which is then made, depending upon the figures of the 
account, goes far to control the value of money, and the move- 
ment of floating capital throughout the world. The pivot of 
the whole matter is the strength of the Reserve and its propor- 
tion to the total amount of the liabilities it might be called 
upon to meet. It is essential in the first place to be quite 
clear as to what the Reserve really is, because in the lay mind 
there is constant- confusion as to what the Reserve consists of, 
and where it is kept. Especially, confusion is very common 
between the Reserve which is part of the assets of the Banking 
Department; and the gold held against the notes by the Issue 
Department. These are two entirely different things, which 
must on no account be confused with each other, and they 
appear in different parts of the Weekly Return. The last two 
items on the credit side of the account of the Banking Depart- 
ment, namely: .'Notes' and 'Gold and Silver Coin', are the 
Reserve. But the confusion is excusable when it is pointed out 
that though as a matter of fact the Reserve is mostly in notes, 
yet when it requires to be drawn upon, the call is generally for 
gold. The Banking Department, however, for its own con- 
venience and to save the necessity of having a duplicate set of 
safes each capable of housing many millions of gold, prefers to 
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let the gold lie in .the Issue Department and take out notes 

instead. If gold is wanted, all they have to do is to send 

a bundle of notes across to the Issue Department, when they 

will get the gold at once. This is the explanation of the dis- Circulation. 

tinction between Total Issue and Active Circulation. The latter 

means the total amount of notes issued by the Issue Department, 

less the amount held as Reserve by the Banking Department, 

that is to say it means the total amount of notes actually in the 

hands of the public other than the Bank. 

Table XI in the Appendix gives an analysis of the main 
items of the account as these are usually studied by the Money 
Market, and shows the extraordinary movement of these items 
since the War. Up till a few months before the War the 
average proportion of reserve to liabilities had been maintained The Propcr- 
at a little over 50 per cent, of the total deposits. The next ""'■ 
question comes to be ' How did the Bank contrive to maintain 
the Reserve so steadily at that figure ? ' In other words, how 
does the Bank of England manage its Reserve, upon which so 
much depends ? 

As already mentioned, the calls upon the Reserve which the 
Bank must always be prepared to meet may be divided into 
two main classes, home and foreign. The home drains, as they 
are called, are for the ordinary currency requirements of the 
country, which inevitably fluctuate a good deal from time to 
time, as for example at the quarter days when large numbers of 
periodical payments such as rents are due, or at the half-yearly 
dividend days when many companies pay their shareholders. 
Again, a time like the August Bank Holiday, when so many 
people go on holiday, means a heavy withdrawal of cash from 
the banks to meet expenses, and this involves a considerable out- 
flow of cash from London to the provinces. But the impor- Home 
tant characteristic of these home drains is that they are regular 
or periodic ; their usual amount, and the time when they are 
expected, are well known from experience, and can be estimated 
with a reasonable approach to accuracy. They are therefore 
easily provided for, and do not cause any trouble ; because the 
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fact must be grasped that the Money Market does not in the 
least mind even large sums of money being drawn out of the 
Bank of England's Reserve, as long as it knows where they 
have gone to and what for, so that it may estimate when they 
will return. 

But with the foreign drains it is often quite different. Some, 
like the autumnal drain of gold to Egypt and India for the move- 
ment of the crops, are now becoming pretty well known as annual 
events which are looked forward to and recognized as quite 
normal. But there is another kind of foreign drain of gold from 
the Bank which is the constant care of the London Money Market 
because it is much more difficult to foresee when it is likely to 
come, or to know where it comes from, how long it will last, 
or what amount it will rise to, and especially when the money 
Foreign is likely to come back, if at all. These foreign drains are 
therefore very difficult to provide for, and often cause great 
disturbance in the Money Market, especially if some unknown 
drain of this sort happens to coincide with another large drain 
for other purposes, as the war crisis coincided with Bank 
Holiday in 1914. It is necessary therefore to find out the 
cause or origin of these foreign drains, before considering 
further how they affect the Reserve and how they are to be 
dealt with; and to do so the inquiry must be diverted to an 
entirely different branch of the subject, namely, foreign trade 
and the foreign exchanges. 

GiOE, Book 11, chap, x, §§ 6-8. 

Bagehot, Lombard Street. 

GiLBART, Banking. 

Clare, Money Market Primer. 

Withers, The Meaning of Money. 

Easton, cliaps. vi and vii. 

BisscHOp, Rise of the London Money Market. 

Powell, Evolution of the Money Market. 

Andreades, History of the Bank of England. 

For an account of the new U.S. Federal Reserve Banking System, 
Also of the German system before and during the War, see State Credit 
and Banking, during the War and after, by Robert Benson. 



CHAPTER XI 

THE RATE OF EXCHANGE 

International trade a return to the system of barter. — The law of the 
balance of trade. — Foreign bills and the Rate of Exchange. — Course of 
Exchange. — ^Variation of the Rate of Exchange. — Its effects and its 
limits. — Gold points. — The cause of the foreign drain. 

In the inland trade of modern commercial countries the 
use of metallic coinage in commercial transactions has, as 
already explained, been reduced to a minimum. In foreign 
trade this tendency is carried still further. International trade inter, 
is carried on almost entirely without the passing of money ; barter.^' 
it is really a return to the system of barter. Every country 
exports just as much as is required to pay for its imports, and 
imports just as much as it can buy with its exports. 

It is obvious that this must be so ; because if any nation 
were importing persistently more than it exported, and paying 
for the balance every year in gold, its gold supply would soon 
be seriously diminished. The result, according to the quantity 
theory of money, would be a general fall of prices in that 
country. What would this mean? First of all, every one 
would be very short of money, owing to the fall in prices and 
consequent depression of trade, and would be compelled to 
reduce his purchases, especially of foreign luxuries. Prices 
being now so cheap at home, it would not pay to import 
anything that could be bought at home, because the home 
prices would be cheaper than the foreign. Thus the current cash pay- 
of importation would be checked. At the same time the cheap ™iibi"f 
prices at home would tempt foreigners to come and buy; thus 
giving an impetus to exports. The result would be to redress 
the balance of trade by reducing imports and increasing 
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exports, until the excess of imports, which was the beginning 
of the trouble, was wiped out. It is therefore impossible 
for any country to be always importing more than it exports 
and paying for the excess in gold (except of course a country 
like South Africa which produces gold), and the same process 
reversed would apply in the case of a persistent excess of 
exports. The very fact of an excess either way would tend 
to check itself. It is like the swing of a pendulum ; every 
swing to one extreme sets in operation forces which tend to 
bring the pendulum back to the point of equilibrium again. 
The balance The result is embodied in what is called the law of the 
of tra e. balance of trade. Every importation when it takes the form of 
a regular current, necessarily provokes and determines a corre- 
sponding exportation, and conversely. 

It will be apparent, however, that the operation of the theory 
above stated would be a slow and inconvenient process. It 
would be some time before thq reduced supply of coinage 
would have its effect on prices, with the resulting compensatory 
How it action. Again, the frequent variation of the general level of 
^°^^^' prices is very bad for trade. In practice, however, the same 
result is reached by a more delicate and at the same time 
much more rapid process, known as the variation of the rate 
of exchange, which, though invisible and automatic, is equally 
certain under normal conditions. 

The system of settling accounts between foreign merchants 
by the exchange of bills is a development of the credit system 
as seen in the banks. Just as in inland trade all the mer- 
chants settle their accounts with the bank instead of with each 
other direct, so in foreign trade, each merchant, instead of 
settling with his own creditors in various foreign countries/ 
settles with his creditors' creditors in his own country, thus 
saving the passing of coin, with all its necessary risks and 
expense. 
Foreign Thus Supposing that A in London buys £ioo worth of 

cotton from B in Bombay, and grants a bill in payment, while 
C in Bombay buys £ioo worth of goods from D in London, 
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and grants a bill in payment. Suppose that the bills fall due 
on the same date, say January 31.- Before that date A in 
London must remit to B in Bombay the sum of £100 ; C in 
Bombay must remit to D in London the sum of £100. But 
A meets D and says, 'Instead of sending £100 out to Bombay 
to pay B, I will give it to you in exchange for the bill payable 
by C which you hold. Then I shall send this bill to my 
creditor B, who will collect payment of the amount from your 
debtor C Thus all parties' accounts are squared without 
any money passing from England to India or the reverse. 

In practice a middleman is employed, called the bill broker, 
who buys bills from all the exporters who have them to sell, 
and sells them to the importers, who require them to pay 
for their imports. In all countries except England a large Their price, 
part of this business is done by the banks. The bill broker's 
price is the rate of exchange, which is simply the price of 
foreign bills, and his price list is called the course of exchange.^ 
For example, the rate of exchange between London and Paris 
is the price which a merchant in London must pay for a 
bill payable in Paris, or vice versa. How, then, is this price 
fixed? 

First of all, it must be explained how the equilibrium or 
normal price, as it might be called, of foreign bills between 
two countries is fixed j then it will be necessary to consider 
the causes of variation from this equilibrium, or par value. 

(i) In trade between countries whose coinage is based on 
the same unit the exchange is the simplest possible. Between 
England and her Colonies, for example, where the English 
sovereign is the universal unit, there is really no par of 
exchange in the ordinary sense of the word at all, for an English 
sovereign is exactly the same thing as an Australian sovereign. 

(2) Where two countries use different coinage units, the Mint par of 
rale of exchange is based upon the comparative gold values 
of the coins which form the respective units of their coinage. 
The rate of exchange between London and Paris, for example, 

I See Table XII. 
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that is between the sovereign and the franc, is calculated 
thus — 

One English sovereign = 7-988ds grammes of gold H"'s ^"^ 
•■• i> „ ,1 = 7-32338 „ „ pure gold. 

One Napoleon (20 francs) = 6'45i6i „ „ gold xV^s fine 
••• !, ), „ = S-8o64S „ „ pure gold 

.•. One English sovereign = „ francs = as-aaij francs. 

5-8o645 

This is called the mint par of exchange between London and 
.Paris; one English sovereign is equal to 25-22 francs. 

(3) Where the currency of a country actually consists of 
Paper px- papfir, the mint par of exchange of the nominal gold unit of 

the currency must be calculated and then converted into terms 
of paper money by finding out how many units of paper money 
are equal to one unit of gold. For example — 

One English sovereign = 5 gold dollars (Colombian) 
One gold dollar Colombian = 100 paper dollars iColombian) 
.•. One English sovereign = 500 paper dollars (Colombian). 

(4) Again, with a silver currency and a nominal gold unit, 
a similar method would be followed. But between a gold 
standard country and one which uses silver only,^ there is no 
calculable rate of exchange at all. The rate of exchange in 
such a case depends mainly on the fluctuations of the market 

or silver. value of silver in terms of gold. 

(5) Lastly, when the bill is not due immediately, but say 
three months after date, an allowance must be made on the 
price of that particular bill to cover the interest for the period 
till its maturity. The long rate of exchange, as this is called, 
is usually quoted for three months bills,^ as opposed to the 

Short and short rate or cheque rate for bills payable immediately. The 

long rates. i ■ > , 

difference between these two obviously depends on the rate 
of interest current for the time being in the country where the 
bill is payable. 

(6) In practice, the probability of the bill being duly paid, 

in other words, the solvency of the granter, must also be 

' See the Hongkong and Valparaiso exchanges in Table XIII. 
2 See Tables XII and XIII. 



THE RATE OF EXCHANGE 135 

taken into account, but, as the rate of exchange refers only 
to thoroughly good bills, it is not affected by this consideration.' 

But over and above all these considerations, the principal The cause of 
cause of the variation of the rate of exchange remains to be ™"'^ '""" 
explained. The rate of exchange means the price of foreign 
bills, which, like that of any other commodity, depends on the 
supply and demand. The supply of bills depends on the number 
of merchants who have sent out goods from the country and 
have received bills in payment ; the demand for bills depends 
on the number of merchants who have brought goods into 
the country and must buy bills to meet the price of these 
imports. In other words, the supply of, and demand for, bills 
depend on the balance of imports and exports for each country. 
If a country is importing more than it exports, the rate of 
exchange rises against that country; if it has been exporting too 
much, the rate of exchange falls or is in favour of that country. 

Thus if France has been importing too much from England, Supply and 
the French merchant will require to pay more than 2,522 
francs for a bill of £100 payable in London. If on the other 
hand France has been exporting too much to London, a bill 
for £100 drawn on London will only realize something less 
than 2,522 francs when sold in Paris. 

Before proceeding to discuss the effects of the variation of 
the rate of exchange it is necessary to explain more fully some 
of the methods of the business which are very confusing to the 
lay mind. We speak, for example, of the rise and fall of the 
rate of exchange and of the rates being above or below par, 
but it is not always easy on looking at a course of exchange or 
list of rates of exchange, such as that given in Tables XII and 
XIII, to be sure at a glance whether a particular rate is above 
or below par, or is rising or falling. This is due to a peculiarity 
in the methods adopted of quoting the rate of exchange. Every Method of 
such rate can be stated in two different ways, that is to say, it '*"° * '""' 
may be expressed either as the amount of home currency which 

' But the two quotations for the long rate in Table XII are for two 
different classes of bill, bankers' bills and commercial bills. 
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must be given in exchange for the standard unit of the other 
country, or as the amount of Hae. foreign currency which will be 
received in exchange for the standard unit of the first country. 
Thus the rate of exchange between London and Paris is 
invariably expressed both in London and Paris as the number 
of francs given or received for £1 sterling. But it might just 
as well be expressed as the number of pence equal to one franc, 
i. e. 9-9</. Now the movement of the actual figure which is 
called the rate of exchange depends on which of these two 
methods is adopted. If the rate is expressed in foreign currency 
then it means the amount of that currency received in exchange 
for so much of the home currency, and in that case a rise in 
the figure means that we receive more of the foreign money 
for the same quantity of ours, in other words the rate of 
SrSen"^ exchange has become more favourable to us. But as a matter 
currency, of fact this is Called a falling exchange, because it means that 
we have to give less of our money for so much of the foreign 
currency. A rising rate of exchange where the rate is quoted 
in foreign currency means that the actual figure of the quota- 
tion is falling, because that indicates that we receive less of the 
foreign currency for each unit of ours paid. Thus when the 
London-Paris rate is, say, 25-15, that means that an English- 
man remitting to Paris will only receive 2,515 francs in exchange 
for £100, so that if he wants to remit the full par value of £100, 
i.e. 2,522 francs, to Paris he will require to pay more than 
£100 for the bill or draft. This is therefore unfavourable to 
him as a debtor requiring to remit. 

This confusion in the manner of expressing the rates of 
exchange can only be avoided by constantly remembering 
whether the rate is expressed in home or foreign currency. 
It may be put for convenience in the following way : 

The rate of exchange is really 
Rising or Unfavourable 
Falling or Favourable 
Falling or Favourable 
Rising or Unfavourable 



Where the currency is 


And the quoted 
figure is 


Foreign 


Falling 


Foreign 


Rising 


Home 


Falling 


Home 


Rising 
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It will be seen that there can never be three F's in the line, ' 
or, to put it in another way, if the rate is in home currency 
then the movement of the exchange is direct, that is to say 
a rising figure means a rising rate, but if in foreign currency 
the movement of the rate is inverse, that is to say a falling 
figure means a rising rate and conversely. 

When the rate of exchange rises against a country in this Effect of 
way, it means that importers must pay a little more for their "^'"^"^"^ 
bills than they expected. This is the same as if they had had 
to pay a slightly higher price for the goods imported. On the 
other hand, it means that exporters receive a little more than 
they expected for their bills, which is the same as if they had 
received a rather higher price for their goods. In other words, 
a rise in the rate of exchange is a penalty on imports and a 
premium on exports. It therefore tends to check the excess 
of imports and to encourage exports ; it automatically tends to 
restore the balance of trade, the disturbance of which was the 
primary cause of the rise of the rate of exchange. Thus the 
variation of the rate of exchange tends to preserve the balance 
of trade. 

But there are limits to the rise or fall of the rate of exchange. 
The root idea of the buying and selling of bills was to save the 
risk and expense of sending gold abroad. If, however, the loss 
incurred owing to the rise of the rate of exchange becomes very 
great, it will no longer pay to buy bills ; it will be cheaper to 
send the gold after all. The rise and fall of the rate of exchange ^ 
are therefore limited by the cost of sending gold from the one 
country to the other. The limits thus fixed are called the gold The gold 

roints. 

points. Thus the rate of exchange between London and Pans 
cannot normally fall below 25-12 nor rise above 25-32, because 
the cost of sending gold itself from London to Paris, or vice 
versa, is only about 10 centimes per £. These, then, are 
the gold points of the exchange between Paris and London. 

The result of a rise in the rate of exchange to the gold points 
is that merchants, or the banks on their behalf, will remit gold 
instead of buying bills. This is what is meant by the expression 
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Drain of that the rise of the rate of exchange against a country is 
unfavourable to that country ; if it continues it will result in 
a drain of gold abroad.' This, however, in spite of the word 
unfavourable, is not necessarily a bad thing for the country ; 
the phrase recalls the ideas of the Mercantilists. 

We return now to apply this result to the question which we 
were formerly considering — the maintenance of the Bank of 
England's Reserve. When the rate of exchange rises against 
London, it means that English importers will soon require to 
send gold abroad. But there is only one store of gold in the 
country, the Reserve of the Bank of England. Thij, then, is 

Ke^rve" *''* '^^ cause of the foreign drain on the Bank Reserve. It is due 
to a call for gold to meet foreign payments, the need for such 
payments arising from the fact that imports have been in excess 
of exports ; in short, the foreign drain is due to an excess of 
imports. How then is the Bank to deal with such a drain ? 

GiDE, Book II, chap, x, § 9. 

Clare, Money Maiket Primer and ABC of the Foreign Exchanges. 

GoscHEN, Foreign Exchanges. 

Easton, chaps, iv and v, 

Spalding, Foreign Exchanges and Foreign Bills, chaps, v-vii. 

' Unless the temporary balance of indebtedness can be met in other 
ways. See Chapter XVI. 



CHAPTER XII 

A FINANCIAL CRISIS 

The Protection of the Reserve. — Raising the Bank Rate. — Us effect on 
the foreign drain and on the home money market. — Usual course of 
a crisis. — Suspension of the Bank Act.— The War crisis of 1914. 

The rise of the rate of exchange towards the gold point is 
a warning to the Bank to expect a drain of gold for foreign 
payments. How is the Bank to deal with such a foreign 
drain ? There are two sides from which it may approach the 
question. It may take steps either to prevent gold being 
drawn out of the Reserve whether for home or abroad, or to 
induce more gold to come in from abroad. 

The first course seems the simpler. The Bank might stop 
discounting; it might refuse to lend any more money on home Homedis- 
discounts until the foreign drain on the Reserve stops. But ™''" '' 
this is impossible, because if the Bank of England were to 
refuse to lend money on its usual class of security, this would 
immediately be accepted by the market as proof of something 
seriously wrong, and would lead to the very thing the Bank 
wishes to avoid, namely, a crisis. 

To refuse gold for export is equally impossible, for London 
has always been the free gold market of the world ; and it is GnW c-x- 

11 J • 1 • • I- •••. ports. 

largely to this that it owes its commanding position m the 
money markets of the world. 

But while the Bank cannot refuse to lend, it may take steps 
to discourage borrowing, either for home discounts or for 
export, by raising the rate of interest charged on loans. This 
is what is called raising the Bank Rate. The Bank Rate is Raising the 
the official minimum rate of discount, the lowest rate at which 
the Bank will lend on any security. But of recent years the 
Bank has been willing to lend to its own regular customers at 
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the market or ' street ' rate, which is generally a little lower 
than the Bank Rate. It was compelled to do so in order to 
avoid losing its customers altogether. 

At the same time the raising of the Bank Rate serves the 
second purpose also. By common custom the Other Banks 
regulate the rate of interest which they pay on deposits more 

Deposit or less closely by the Bank Rate.' When the latter rises, the 
rate of interest on deposits is also increased, and this tempts 
an inflow of spare money from the country to the banks. 
This finds its way to London, and tends to make the condi- 
tions of the money market easier all round. The Other Banks 
may increase their reserves at the Bank of England or they will 
have more money to put out at call in Lombard Street, which 
means that the latter have less need to go to the Bank. Further, 
the raising of the rate tempts gold from abroad, because money 
always tends to go where it can get the best remuneration, and 
if the rate of interest is higher in London than in Paris or 
Berlin, money will flow from Paris and Berlin to London. 

Mobility of This stops the foreign drain and may even set up a counter 

°'°"^^' inflow of gold into England. Thus by one operation, the 
raising of the Bank Rate, the Bank secures both its objects : 
it reduces the borrowing on the one hand and tempts an 
increased supply of money from abroad on the other ; and if 
a little time could be given for this to work itself out^ there 
need be no alarm, and certainly no crisis. But unfortunately 
this time cannot always be got, because the raising of the Bank 
Rate causes serious inconvenience to all kinds of people at 
home. It means that every one who requires to borrow money 
not only has to pay a higher rate for it, but has greater difficulty 
in getting money at all, for all the Other Banks, fearing trouble 
ahead, begin to strengthen their position by reducing, as far as 
possible, the amount of money they have out on discount, at 
the same time as they are offering a higher rate of interest on 

Homediffi. deposits SO as to tempt increased deposits. Those who are 

cultiGSa > 

supposed to be m difficulties are the first to be cut off, their 
1 See Table XVI (i). 
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loans are called up or they are refused further loans, and this 
may lead to their bankruptcy. Their fall involves others, and 
every failure makes matters worse. Business men begin to get 
nervous, and suspicious of their neighbours ; credit, upon which 
the whole financial edifice is built, is beginning to fail. 
Merchants want payment in cash, instead of giving the usual Crciiit 

1 1 • • falling. 

credit, partly because they themselves are really requirmg the 
money, and partly also because they are doubtful about the 
position of those with whom they are dealing. Thus the diffi- 
culty goes on increasing, until some important house, or perhaps 
even a bank, fails. Then the uneasiness increases to a panic, 
and the crisis is in full swing. The failure of one bank makes 
the public suspicious of the others. A mere rumour may be 
enough to start a run on any bank, which may bring it down. 
Thus public confidence is entirely upset ; credit has ceased to 
exist ; everybody wants currency now. 

What is the effect on the Bank of England ? The Outside strain on the 
Money Market, upon which the ordinary borrowers usually 
depend, is no longer available. The Other Banks have called 
in their money from Lombard Street, which has now no money 
to lend, and can only get it by borrowing from the Bank of 
England. At the same time, the Other Banks have reduced 
their lending business to the lowest possible point. Every one 
is therefore thrown back on the Bank. The whole lending 
business is now centred in the Bank of England, which is the 
only place where there is any money. The strain on the Bank 
is enormous ; it has to do all the lending work of the whole 
market, of which it formerly had only a comparatively small 
share. At the same time, those who used to supply it with 
funds are withdrawing them. The Other Banks, for example, position of 
are requiring to draw upon their reserves deposited with the Banks. " 
Bank of England in order to meet their own liabilities, and 
may even have to borrow from the Bank to tide them over 
a difficulty. Thus the strain on the Bank is twofold : its 
supplies are practically cut off, while the work it has to do has 
been enormously increased. 
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The Bank's And the Bank cannot refuse to lend ; to do so would pre- 

policy* . • ■ ■ 

cipitate a crisis. It may raise the rate as high as it likes, but it 
must go on lending money, even to those who never came 
to the Bank before, and on securities which it never touched 
before. It must lend more freely than ever ; it must do all the 
work of the Other Banks and the Outside Market, as well 
as its own ordinary business, and that at a time when its 
supplies are less than ever. 

The Reserve, of course, sinks rapidly, and would soon be 
wiped out altogether if matters came to a crisis too quickly, 
that is, before the raising of the Bank Rate had time to pro- 
duce its proper effect by stopping the foreign drain and setting 
up a counter influx of gold into the country from abroad. 
Whether this will happen or not depends mainly on the general 
condition of the country at the time. If trade is good, and 
there has not been too much speculation or inflation of prices 
by credit, then the chances are that the storm will be safely 
A crisis. weathered. But if the financial position of the country is bad, 
if there has been excessive speculation and an undue inflation 
of credit, if there are many firms which are already in difficul- 
ties, then the immediate result of the restriction of the Money 
Market will be to bring such firms down. Uneasiness spreads 
rapidly under such conditions, and soon grows to panic. It is 
all a question of time. If things move slowly the Bank will 
be able to deal with the difficulty; but if they cannot 
get time the Reserve will be very quickly exhausted, and — 
what then ? The lower the Reserve falls the more excited the 
public become, for the Reserve is regarded as the barometer 
of financial solvency. The Bank, then, must play for time, but 
on several occasions the game has failed, and the Reserve has 
been reduced to vanishing point. What is to be done in such 
a case ? The strange thing about these financial crises is that, 
even at the worst, there has never been any sign of the public 

Faith in the losing faith in the notes of the Bank of England. On the con- 
notes. , . , , _ . . , . 

trary, at such times the number of notes in circulation always 

increases. Every one wants currency, and the notes are as good 
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as gold. But when the gold and notes in the Reserve are The remsdj-. 
exhausted the Bank cannot pay out any more. It cannot even 
issue more notes, because it cannot get any more notes from 
the Issue Department except in exchange for gold, and it has 
no gold to give. The Bank, therefore, must simply stop pay- 
ment. But that is impossible. The whole financial system of 
the country is centred in the Bank of England, and the stoppage 
of the Bank as already explained would mean the bankruptcy 
of the government and of every business man in the country, 
besides, probably, the bankruptcy of half the other governments 
of the world. The Bank simply cannot stop payment. 

What else can it do then ? The crux of the difficulty is that Suspending 
the public want currency, and, failing gold, they are quite willing """ ^'"" 
to take notes. But the Bank Act prevents the Bank issuing 
more notes. The Bank directors therefore go to the govern- 
ment and explain the position. The government practically 
gives them permission to disregard the provisions of the 
Bank Act for the time, to issue more notes against securities, 
instead of gold, and promises to introduce into Parliament at 
the earliest possible moment a Bill of Indemnity to save the 
Bank from the consequences. This is called the Suspension of 
the Bank Act, and its effect is miraculous. The moment it is 
announced that the Act is suspended, the crisis collapses, and 
so quickly that only once, in 1857, has it ever been necessary 
to issue the extra notes at all. The mere intimation that the 
Bank Act is suspended is sufficient to calm the fears of the 
public and stop the crisis. 

To sum up, the position of the London Money Market is 
most peculiar. It is entirely founded on credit and the actual 
amount of metallic money used to carry on its work is exceed- 
ingly small. As long as credit is good the system works very 
well. But if anything happens to impair credit the whole 
system is in danger. Rightly or wrongly, the public have got The system 
into the habit of regarding the Bank Reserve as the barometer fogi^at 
of credit. When, owing to a foreign demand for gold, the 
Reserve falls slightly, there is. no need whatever for any alarm ; 
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Danger of 
panic 



The only 
cure. 



the raising of the Bank Rate would soon put things right 
again. But if the condition of the market and of industry 
generally throughout the country is not sound, the market 
cannot stand the strain of the high Bank Rate, and some 
people get into difificulties. That kind of thing only needs a 
beginning; one failure leads to another, suspicion becomes 
general, and the mischief is done. Credit is gone and people 
begin to want money, gold or notes, who before were quite con- 
tent to take cheques or bills or to let their money lie in a bank 
or in some business. That is the root of the diflSculty. It is 
not that the actual amount of gold in the country has been 
seriously reduced. The total amount of the foreign drain is a 
comparative trifle. It is because, owing to the panic, people at 
home begin to want currency who never wanted it before ; it 
is because the demand for cash has gone up enormously, not 
because the supply has gone down. 

If the public could keep cool, there need be very little diffi- 
culty, and, as a rule, if such a crisis comes when times are good, 
they do fairly well. But if it comes on top of dull times, 
especially during the reaction after a boom or period of infla- 
tion, when trade is bad, and every man is already inclined to 
be suspicious of his neighbour's soundness, then nothing can 
stop the trouble. The weaker concerns are soon exposed, and 
their fall may bring down others with them. So the trouble 
goes on till the whole country is involved. 

And for this there is practically no cure. Careful regulation 
of the Reserve, keeping its amount as high as possible, tends to 
improve the stability of the system. But the only thing that 
will really alter the position is the spread of a better under- 
standing of the system among all those who have to do with it. 
The more enlightened policy adopted by the directors of the 
Bank since the days of Bagehot has made a great difl"erence, 
and the public are every year becoming better informed and 
less likely to cause difficulties by foolish panic. At the. same 
time these periodic crises really serve a useful purpose. . They 
test the soundness of the country's trade, check over-specula- 
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tion or undue inflation of credit, and weed out the unsound 
concerns, leaving the country, once the crisis is past, in a 
sounder and healthier condition. 

It is interesting to compare the course of what may be The 1914 
called a normal crisis in the London Money Market, as above 
described, with the experience of the extraordinary war crisis 
which swept over London and all the financial markets of 
the world in the memorable last week of July, 19 14. That 
crisis was abnormal not only in its extent and seriousness, but 
also in its causes, and in the measures which had to be 
adopted everywhere to meet it. 

On Tuesday, July 28, 1Q14, Austria declared war on Serbia, Trouble on 

•^ "^ -^ .the Con- 

and the declaration was followed immediately by a panic on tinent. 
all the Bourses of the Continental countries. This, however, 
did not at first attract very much attention in England, except 
in financial circles, because similar panics had taken place on 
the outbreak of the Balkan Wars of 1912 and 1913, and these 
had not seriously disturbed the world's markets outside of the 
Continent. The man in the street had not yet realized the 
danger of England being dragged into this War, and he did 
not see why our business world should be seriously affected by 
what he imagined to be purely a Continental disturbance. 

The situation developed very rapidly, however, and on Exchanges 
Thursday, July 30, all the Continental Stock Exchanges were'^"^'"^" 
closed, except the Parquet or official market in Paris. That 
day happened also to be Pay Day of the periodical Settlement 
on the London Stock Exchange, and seven firms of stock 
brokers in London and two in Glasgow were ' hammered ' or 
declared defaulters. The fact that one of the London de- 
faulters was a firm with very large German and Continental 
connections was the first indication of the quarter from which 
trouble was approaching so far as England was concerned. 
It became known that during the period of this Settlement 
Germany and other Continental countries had been buying ^ 
heavily on the London Stock Exchange ; and, now that these 
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transactions had to be settled, difficulty was being found in 
getting the necessary remittances through to London. This 
difficulty was becoming general. Accepting houses in Lombard 
Street were not receiving the usual remittances from their 
debtors abroad, especially on the Continent, to meet the bills 
which fall due every day to an enormous total ; and they were 
being put to serious difficulty to meet their own obligations 
in London. At the same time there was serious trouble on 
the London Stock Exchange. The heavy sales from the 
Continent, which had been unloading stocks to an unprece- 
dented extent both on London and New York, these being 
now the only Stock Exchanges open in the world, had of 
course caused prices to fall very heavily. The banks, which 
as a rule finance so large a part of this business, became 
alarmed, and not only discontinued further loans on stock 
exchange securities, but also began to call up or reduce 
existing loans, which they would have had to do in any case 
owing to the fall in values. One of the penalties of the system 
of loans on a margin over the current value of securities, as 
explained in the description of the Stock Exchange, is that on 
a falling market the effect of forced sales is cumulative. The 
lower prices go, the more shares are thrown on the market; 
prices are again forced down by these forced sales, and so 
on. This was just what happened now. The London Stock 
Exchange became absolutely demoralized ; prices were tum- 
bling down and no one could say what was going to happen. 
This inevitably reacted very quickly on the London Money 
Market as a whole. Every one was short of money to meet 
current obligations, and on going to the bank was met with 
restricted credit instead of the enlarged facilities required. 
The Discount Market was almost at a standstill by this time, 
and the only place where it was possible to get any money 
was at the Bank of England. When the Directors met as 
usual on Thursday the position was serious, but apparently 
they did not wish to precipitate matters by too drastic action, 
and they only raised the rate from three to four per cent., 
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a fact which to many people outside London seemed to offer 
reassurance as to the true state of affairs, though this very 
quickly proved deceptive. Before the day was out, however, 
it must have been evident to those who were well informed as 
to the state of affairs in London that things were much more 
serious than was indicated by a four per cent. Bank rate. On The crisis- 

Friday. 

Friday morning the storm broke. The Settlement on the 
Paris Stock Exchange was postponed, which was practically 
equivalent to closing the Bourse, and the London Stock 
Exchange only opened in the morning to close again at once, 
a thing which had never happened before in its history. 
New York did the same as soon as the five hours difference 
of time had passed; and the crisis was at its full height. 
Most of the Produce Exchanges throughout the world were 
compelled to do the same, especially the Cotton Exchanges 
of New Orleans, New York, Liverpool, Havre, Bremen, Alex- 
andria, and Bombay, and only the Wheat Exchanges, which 
could not be allowed to close owing to the urgent character 
of their supply, remained nominally open, though they were 
utterly disorganized by the breakdown of the financial system. 
The Directors of the Bank of England met again on Friday, 
a most unusual proceeding which has only happened once 
before in living memory, and raised the Bank Rate at one 
iump from four to eight per cent. The Discount Market Discount 
was by this time practically non-existent; but the Bank of 
England followed its traditional policy and was still lending 
freely, though of course at very high rates. The foreign 
exchanges, which had been the beginning of the whole 
trouble, were in a state of the wildest confusion. To make 
matters worse, the difficulty had arisen at a time of the year 
when all the world normally owes London a great deal ; in 
America, for example, the great wheat and cotton crops were 
just beginning to move, and it is with the proceeds of these 
crops that countries like America meet their obligations to 
London. It so happened that America was also specially 
indebted to London at that particular time, because America, 

L 2 
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like the Continent, had been buying securities in London, and 
had now to meet these payments. As a last straw it happened 
that certain heavy American obligations of a semi-public 
character were maturing at the time, particularly a large 
amount due by the City of New York in Repayment of an 
issue of bonds, many of these being held in London. Thus 
America, like the Continent, was requiring to remit unusually 
large amounts to London, and the rush to obtain remittances 
Foreign on London became unprecedented. The foreign exchanges 
exc anges. ^^^ already begun to establish records by the Thursday. 
After that all quotations became absolutely nominal.^ Ex- 
change was practically unobtainable, and the most extraordinary 
offers, such as 6J dollars per £ instead of the normal 4-86, 
were said to have been made without avail. One ship was 
dispatched with gold for London, but being a German ship 
she had to fly for a neutral port before she was half-way across. 
The sudden rise in the Bank Rate was the first intimation 
to the general public of the serious character of the crisis, 
but before this became generally known they were beginning 
to feel the difficulty in another and very peculiar way. The 
August Bank Holiday was approaching — it fell on Monday, 
August 3, and as usual most people in London were going 
on holiday on the Thursday or Friday before it. When they 
went to the bank to draw money for their expenses they were 
taken aback to find that the banks would only pay in Bank of 
England notes, which are of course legal tender in England, 
Now, for ordinary holiday expenses a five-pound note, which. 
Scarcity of it will be remembered, has been since 1826 the lowest de- 
ciiange. nomination of bank note available in England, is far too 
large ; and the holiday-makers wanted change, that is to say, 
gold. But some of the Joint Stock Banks, apparently desiring 
to conserve their balances of gold, actually refused to give gold, 
referring their customers to the Bank, of England for change; 
and on the Friday the unprecedented sight was seen of long 
queues of people waiting at the Bank to get change for their 

J See Tables XIV and XV. 
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notes. Nothing contributed so seriously to the popular idea Queuss at 

,- , . r. , . . , , , , r the Bank. 

of the gravity of the crisis. It began to be suspected that for 
the first time in history the public were becoming uneasy about 
the Bank's notes. Such a suspicion, had it been well founded, 
would have been the end of all things ; but fortunately it was 
not so. All that was wanted was change, and the sudden 
restriction of the gold supply at a holiday season brought to 
the front, what Scotchmen had long preached, the incon- 
venience of having nothing in England like the Scotch one- 
pound note. But the difficulty, though not so tragic as it at 
first appeared, was serious enough. By the Friday change for 
a five-pound note was almost unobtainable anywhere ; and it 
was said that in London restaurants people could not get food 
to eat because they had nothing less than a five-pound note in 
their possession with which to pay for it. 

But if the Bank Holiday contributed to the difficulties of The Bank 
the position in one way it saved the situation in another. On 
Saturday morning the City was practically in a state of collapse. 
The Bank Rate was raised to ten per cent., not so much because 
that made any great difference to any one, but rather because 
it is by way of being a tradition that the Bank Rate should go 
to ten per cent, in a serious crisis and especially before the 
Bank Act is suspended ; and so far that was the only course 
that any one could conceive as the way out of the difficulty. 
The Discount Market was at a standstill, partly, at least, 
owing to the action of the Other Banks in refusing loans 
and calling up their money, though, as will be seen shortly, 
there was a deeper cause than that also at work. But the 
Bank of England was still lending freely, though at maximum 
rates of discount ; the Reserve was sinking, and it seemed to 
be only a question of time when it would be exhausted, if 
things went on as they were doing. In any case, Saturday 
being a short day, followed by the Sunday and then the Bank 
Holiday on Monday, gave the financial world and the govern- 
ment time to turn round, measure the situation, and decide 
what was to be done to cope with it. 
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The first business was to be clear as to the cause of the 
crisis, and there was fortunately no difficulty in putting one's 
finger on a single fact which was at least the immediate cause 
of the trouble. In one way the crisis was like others that had 
callseofthe happened before : it was due to the complete collapse of the 
cnsis. world's credit system, which indeed is just what a crisis means, 

in one form or another, in every case. The credit system, as 
has been pointed out, is a highly nervous organization, its 
action or failure being due very largely to psychological causes, 
and, whatever may be the immediate cause of any crisis, its 
development generally follows the same lines ; the failure of 
credit produces similar results whatever may have been the 
cause of the breakdown. But the interesting point in this 
case was the cause of the first breakdown, and it was in 
this respect that the crisis of 1914 was markedly abnormal, 
and indeed unique. The beginning of the trouble usually is 
difficulty in London owing to a withdrawal of gold on foreign 
Action of account, but in this case it was the reverse : it was the action 

Continental ■ , • 

banks. of the Continental banks in refusing to part with their gold for 
remittances to London which paralysed the foreign exchanges 
and made it impossible for Continental debtors to remit to 
London. The moment that happened all the rest followed 
inevitably. The object of the foregoing account of the World's 
Money Market system has been to make clear its extraordinarily 
complex character, to show how every section of it is closely 
inter-related with every other, and how every one depends on 
every one else for the due fulfilment of current obligations. 
A can only pay B if C pays A punctually, and so on. Now 

Effect on the first effect of the inability of the Continental debtors to 

Lombard , , . 

Street. pay their bills in London was that the Accepting Houses, who 
had guaranteed these bills to the Discount Houses, were faced 
with immediate bankruptcy, because, as their remittances had 
not come to hand, they could not pay their creditors, the 

On the Stock Discount Houses. At the same time the failure of remittances 
from the Continent to members of the London Stock Exchange 
made the stock brokers unable to fulfil their obligations to their 
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fellow members in connection with the purchase of shares, arid 
sent them post haste to the banks and large Discount Houses 
to borrow money on these shares to carry them over, if they 
could not sell them. Again, the Continental debtors, in their 
honest desire to pay their debts to London, turned to the only 
other alternative — they tried to sell shares in London ; but the 
pressure of these sales at once began to depress values on the 
London Stock Exchange and produced further difficulties. As 
soon as prices began to fall seriously the Other Banks neces- 
sarily began to call in their loans and sell out their ' cover '. 
At the same time they found it necessary to reduce their loans 
on securities ; and it is reported that many of them even with- 
drew loans which they had arranged to give for the Settlement. 
For the banks were suddenly finding themselves very badly 
' pinched at another point. Their bills discounted were not 
being met when due, owing to the failure of the Accepting 
Houses to meet them, which in turn was due to the failure of 
their remittances from abroad. Thus the banks were com^ 
pelled to reduce their new loans on discounts, because their 
daily supply of money was not coming in as usual. But worst On the 
of all for the banks was the fact that owing to the disorganiza- 
tion of the Discount Market they were unable to get in their 
Call Money from Lombard Street, and in this way their most 
liquid asset was suddenly frozen and not available. It was 
a very serious predicament indeed in which the banks found 
themselves, and any criticism that may be made of their action 
in the crisis must be tempered by due recognition of the fact 
that their position was really almost desperate. For they had Fear of 
to face the risk, indeed it was almost a certainty, of a run on '^ ™°' 
them by their depositors, which would have been inevitable by 
the beginning of the week, not so much because their customers 
had lost faith in the banks, but simply that their current require- 
ments for cash, swollen by the sudden collapse of credit, would 
very quickly exhaust the available resources of the banks, 
reduced as these now were.. 

It was therefore a very difficult situation all round which had 
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to be faced, and the government found it impossible to devise 
and carry out the measures necessary to meet it even in the 
time made available by the Bank Holiday. Their first step, 
therefore, was to declare a prolongation of the holiday for 
other three days, which in effect was equal to a complete 
moratorium for that period, for during Bank Holidays no bill 
can be presented for payment, nor can any steps be taken to 
enforce payment of practically any obligation whatever. 

The first task which lay before the govemmeni and its 
advisers was to relieve the Accepting Houses from their 
impending bankruptcy. This was done by a partial mora- 
torium issued on Sunday, August 2. But this was only 
passing the burden on to another branch of the Market, 
namely the Discount Houses, and anything that would relieve 
them could only be at the expense of the Market generally, 
especially the banks. The position of the latter was so precarious 
that practically nothing but the right to refuse payment to 
their own creditors would meet the difficulty; but that, of course, 
was again only shifting the burden on to the shoulders of the 
general public. Thus there was nothing for it but to proclaim 
a general moratorium, and this was done on Monday, August 3. 

The next step was to meet the sudden need for actual 
currency, especially small change. There was no time to 
discuss the best way to do this : it was simply a question of 
finding some method which could be adopted quickly enough 
to meet the emergency. Even the provision of the necessary 
stock of the right kind of paper was a difficulty, and finally the 
machinery used for printing Bank of England notes was turned 
on to a stock of the paper usually employed for postage stamps, 
and an emergency currency of £ i and los. government legal 
tender notes was ready for issue when business was resumed on 
the Friday after the prolonged Bank Holiday. This new stock 
of * money ■ enabled the government to solve two difficulties at 
once. It met the public need of change ; and it enabled the 
government to lend large sums of money to the banks to meet 
any possible rush that might take place on them when they 
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reopened. But no such rush took place; everything passed 
off quite quietly and the first stage of the crisis was over. The 
Bank Act was not officially suspended in the ordinary sense of Tiie Bank 
the word, but a clause was inserted in the Currency and Bank 
Notes Act which practically gave the Treasury power to 
suspend the Act themselves at any future time if necessary, 
thus avoiding the necessity for an Act of Indemnity on each 
occasion. 

But these measures marked only the first stage of what was 
required to deal with the crisis. They were simply emergency 
measures to stop the panic : they did nothing to remove the 
root causes of the crisis, which, as a matter of fact, had not yet 
reached its full development. For the outstanding fact which 
must be emphasized at this stage was that up till Saturday, 
August I, when the first stage of the crisis was at its height, a pre-war 
the War had in a sense not begun at all. No two of the Great 
Powers of Europe had actually declared war upon each other 
till Russia and Germany led off on that date ; and at that time 
it was still by no means certain that England would be involved 
in the War at all. On the contrary, there was a very strong 
party in England which would have resisted England's partici- 
pation in the War to the utmost, had it not been for Germany's 
invasion of Belgium, and that did not become a public certainty 
till the Monday. Thus the crisis was essentially a pre-war crisis 
up to this stage ; and the point to be emphasized is that it would 
have happened just the same even if England had never come 
into the War at all. England was involved in the crisis not 
because she was to be one of the belligerents, but because 
London is the centre of the world's financial system. 

But before these first measures were in force England did 
find herself inevitably involved in the War, and the second 
stage of the crisis had begun. The effects of the declaration of Declaration 
war upon the industries of England were bound to be very 
serious. In the first place the government practically com- 
mandeered the whole railway system of the country for mobilisa- 
tion purposes, and for a few days it was almost impossible to 
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move goods of any kind, eJccept military, from one part of the 
country to another. At the same time shipping, upon which 
England's industries so largely depend, was practically at a 
standstill. This again was due to causes of a semi-financial 
character. The ordinary marine insurance policy held by ship- 
owners and merchants to cover the risk of loss of their ships 
and goods at sea, does not cover war risks, which are specially 
excepted by the terms of the policies. When, on the first 
rumours of war, owners rushed to cover their property against 
the extra risk, the facilities available for insurance even in 
London, which is the centre of the world's marine insurance 
business, were very rapidly exhausted, and even before the de- 
claration of war by England, marine insurance against war risks 
was practically unobtainable. When war was actually declared the 
situation became simply a deadlock. No one knew how things 
were going to turn out, what naval strength in fighting ships or 
armed merchantmen Germany might have at large, or what 
success the British navy would have in dealing with them or in 
bottling them up. For a shipowner to send a valuable ship and 
cargo to sea uninsured against war risks undersuch circumstances 
would have been courting disaster, and most of the owners, 
except in the case of the regular lines, postponed their sailings 
till events would develop. Ships at sea made for the nearest 
port, and those in port remained in safety awaiting develop- 
ments. Thus even if it had been possible for manufacturers 
and exporters to get their goods to a shipping port, there was 
no possibility of getting them away, and this of itself would 
very quickly have brought trade almost to a standstill. 

Perhaps the most regrettable feature of these early days of 
the War was the food panic, for it can hardly be described in 
milder terms, which swept over the country, and which, though 
it was very quickly checked, had one most interesting result. 
It has been pointed out in Chapter III that the result of the 
development of highly organized modem markets is to produce 
a remarkable uniformity of prices throughout the area of the 
market. But under the strain of war conditions this system, 
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so far as retail prices were concerned, broke down completely Food panic, 
for a time. Prices were all at sixes and sevens ; shopkeepers 
did not know what to charge for their goods, because they did 
not know what it would cost them to replace their stocks when 
these were exhausted, and in many cases they found it im- 
possible to replace them at all for the time being. Purchasers 
were at the mercy of the shopkeepers, some of whom simply 
charged whatever prices they thought they could obtain. It 
was a complete reversal of the ordinary conditions of the deter- 
mination of market price in England, under which as a rule the 
prices of most commodities are fixed by cost of production. 
The system in normal times works by competition through the 
common knowledge on the part of every one, both purchasers 
and shopkeepers, of what every one else is charging. But under 
the rapid changes from day to day, and even hour to hour, 
which were now taking place, it was hardly possible for the 
shopkeepers even to know what their immediate neighbours 
were charging. Left pretty much to himself, each man charged 
what he thought fit ,• and the result was that the uniformity of 
prices which was always regarded as characteristic of Western 
methods almost disappeared. Prices were mainly influenced 
by demand rather than supply, and the shopkeeper regulated 
his charges more by what he thought his customers would pay 
than by the price he himself had paid for the goods. It was a 
striking revelation of the extent to which the fixing of prices in 
normal times had become simply a matter of custom. 

The effect on the position of the large manufacturing in- Effect on 
dustries of England was much more serious. At first no one '" "^ '^' 
knew what to do, and most people took the precaution to 
restrict their commitments as much as possible by cancelling 
delivery orders for goods, wherever it was open to them to do 
so, and placing no new orders. The manufacturers in many 
cases did not object to cancellation, because they did not know 
what to do for raw materials, which were undeliverable even if it 
had been possible to buy them. Many of the cotton manufac- 
turers, for example, could only get delivery of their raw cotton by 
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sending motor wagons to the docks or stores for it, over long 
distances in many cases. But the trouble was not so much the 
impossibility of getting goods as the difficulty of knowing what 
price it would be safe to pay for them. Prices of course fell 
very rapidly at first, except in the case of those goods directly 
required for war purposes, such as woollen materials, leather, 
&c. In the cotton trade, for example, the position was very 
serious. Every one expected that the trade would have a very 
bad time, unemployment was at first very serious, and the 
price of the raw material fell so alarmingly that no one could 
tell where it would stop. 

To add to all these difficulties the manufacturers found 
business almost paralysed by the difficulty of getting their usual 
financing facilities. The banks were still ill a serious difficulty, 
for though the moratorium had stopped the panic, it had not 
touched the root of the matter, which was that so much of the 
money usually available for carrying on the financing of the 
country's trade was locked up in the Discount Houses on the 
foreign bills which could not be realized. The same cause affected 
foreign trade in another way, because, owing to the breakdown 
of the Accepting House system, no new foreign bills could be 
negotiated, and foreign trade was for a time almost impossible. 
The result of all these adverse conditions was very soon shown 
in the published statistics which reflect the condition of trade. 
Unemployment statistics rose very fast in practically all but 
war trades, and the Board of Trade figures of exports and 
imports began to fall off ominously.' 

To meet these difficulties the government Very quickly 
devised a number of expedients which, whatever may be the 
final verdict of history as to their theoretical soundness, at 
least reflect credit upon the originators for their boldness and 
promptitude. The key-note of the whole was State interven- 
tion; and in one thing after another the State shouldered 
responsibilities which had become too great for private enter- 
prise. The first of these to be announced was the undertaking 

1 See Table XX. 
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of marine insurance against war risks by the State. The State insur- 
government undertook to cover any venture to the extent of*""" 
eighty per cent, of its value, at rates which though high enough 

they began at five guineas per cent. — were eagerly accepted 
by shipowners. These rates must have proved very profitable 
to the government too in the long run, for the losses at first were 
exceedingly small ; and the government were able to lower the 
rates gradually till, on December 31, 1914, they were reduced 
to one guinea per cent.^ 

The next problem was how to relieve the Money Market 
and the banking system of the country from the incubus of 
the foreign bills. Again the government came to the rescue 
with the heroic proposal that they, through the Bank of 
England, would take over the whole of these acceptances 
from the Discount Houses without recourse; that is to say, 
that they would take the risk of these bills being ultimately 
paid by the principal debtors, who were in most cases the 
Accepting Houses. This the government did by authorizing Relieving 
the Bank of England to rediscount the bills at a rate of two MLklt"""' 
per cent, above the Bank Rate, which immediately after the first 
rush of the crisis was over had been reduced again to five 
per cent. Of the seven per cent, the government were to take 
aj per cent, as their insurance premium for bearing the risk, 
while the Bank received the remaining 4^ per cent, as interest, 
which, considering that they had the government's indemnity 
against loss,- was quite sufficient. It was estimated at the 
time that the responsibility which the government were thus 
shouldering might run to as much as £350,000,000, and as 
a matter of fact it is now known that bills to the value of 
more than a third of that sum were actually brought to the 
Bank; but the final result of the transaction was to justify 
the government's action, for it is estimated that the great 
majority of the bills were duly met at maturity. In this the 
government gave some further assistance by lending funds to 
the acceptors who could not recover from the ultimate debtors 
in enemy countries owing to the War. 

1 Raised again after February, 1917. 
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By this measure the government at once set free a large 
amount of the funds locked up, and these should have enabled 
the Discount Market and the banks to resume business ; but 
it is doubtful how far the desire of the government to re- 
habilitate the financing system of the business world was given 
effect to in the subsequent action of the banks throughout the 
country. At any rate, the worst of the difficulties were tided 
over, and business of some sort became possible again, though 
it was very far from justifying the popular cry of ' Business 
as usual'. The moratorium was nominally continued till 
October 4, but few of the banks and not many business men 
ever took full advantage of it. 

Other measures were quickly elaborated to deal with diffe- 
rent sections of the business world. Thus the Stock Exchanges 
were finally reopened, under strict government control at first, 
however, in the way of minimum prices fixed by the govern- 
ment, and with government assistance to the stock brokers 
who found themselves saddled with heavy unpaid liabilities 
from Continental debtors. At the same time the government 
introduced a new control over the exploitation of the capital 
resources of the country in war time, by prohibiting the 
flotation of any new company or loan without the approval 
of the Treasury. Similar measures to those required in the 
case of the Stock Exchange were gradually extended to other 
produce markets, such as the Cotton Exchange in Liverpool, 
brokers being offered financial assistance by the government 
to enable them to meet their obligations. But the extent to 
which all these facilities were made use of by the various 
sections concerned was surprisingly small. 

One of the difficulties which had to be faced at an early 
stage was the collapse of the American Exchanges, which are 
so closely related to the cotton and wheat industries. An 
ingenious expedient was adopted to meet the difficulty of 
getting gold from America to London, by transferring it to 
Ottawa in Canada, where, being in British territory, it was by 
a legal fiction accepted as being lodged in the Bank of England, 
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thus enabling its original owners in America to draw on London 
against it. A similar arrangement was subsequently made for 
Australia and South Africa. 

This then brings the history of the great crisis down to 
a point at which we must leave it for the time to follow 
another line of- argument, which again will bring us in touch 
with the further effects of the War. The crisis began with the 
breakdown of the foreign exchanges, owing to the refusal of 
the Continental banks to part with their gold, and that at 
a time when the Continent, like other parts of the world, 
happened to be peculiarly heavily indebted to London, so that 
the effect of the refusal was particularly severe. It has been 
pointed out in the chapter on the foreign exchanges that the 
final resort of an indebted country when the exchanges go 
against it, owing to a temporary excess of indebtedness, is to 
redress the balance by an export of gold. It may be doubted 
whether in this case the balance was not far too heavy to be 
wiped out in that way ; but in any case the determination of 
the Continental banks not to give gold for export brought 
matters to a head at once. The action of these banks was Contmenfai 
quite consistent with their policy, which had been well known ^° ''° "^*" 
to the financial world for many years, of laying up a large 
reserve of gold against this very contingency of war. Germany, 
for example, was believed to have collected a large store of 
gold in the fortress of Spandau to be used in case of war ; and 
it is not surprising that, when war actually came, the first step 
of the Reichsbank should have been to close down their 
gold supplies and absolutely prohibit any drain upon them. 
Whether such action was well advised or not, will hardly be 
doubtful to English ideas. It certainly produced the very 
effect which every one should have striven to prevent, namely 
the precipitation of an extreme crisis, which might have- been 
alleviated, if not prevented, had other nations followed the 
traditional policy of England in giving gold freely, though at 
a high price, in times of incipient crisis. It is conceivable 
that Germany adopted the course she did with malice afore- 
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thought, believing that the crisis would do more harm to 
England than to herself with her large store of gold. The 
truth of the matter will probably never be known, and it is 
doubtful whether abstract discussion of what happened, or 
what might have happened under other circumstances, is of 
much value. Most of the facts are now fairly well known, 
and the lessons to be drawn from them for the future guidance 
of the world's financial system will require careful considera- 
tion after the War is over. In the meantime it remains to 
consider the further effects of the War in its progress upon 
that system ; and in order to do that it is necessary to go on 
to another aspect of the question which, as already explained, 
lies at the root of the whole matter of the foreign exchanges, 
Balance of namely the balance of trade. For the foreign exchanges are 
only the means of adjusting a small excess of trade one way 
or the other, and so maintaining the normal balance of each 
country's trade. But the War completely upset that balance, 
not only in the case of all the belligerent countries, but also 
of practically every neutral country in the world. The financial 
problems of the War are bound up with that question, and 
the theory of the balance of trade must therefore be examined 
in further detail before returning to deal fully with these 
secondary effects of the War. 

Bagehot, Lombard Street. 
Withers, The War and Lombard Street. 
Withers, International Finance. 
Emergency Legislation. Official volumes. 



CHAPTER XIII 

THE TEST OF THE QUANTITY THEORY 

Was it true before the War ? — The facts of the gold supply and prices.— 
How does it work?— Money of all kinds and credit— The gold control 

of credit. — The War experience. — Why prices have risen. Paper 

money. — Credit inflation. 

It is time now to return to the question with which we began, 
and to which we have been seeking an answer all through the 
argument, viz. : Is the Quantity Theory of Money true ? Does 
the general level of prices depend on the amount of money in 
circulation, and particularly does it depend to any extent on 
the total gold supply or on the amount of gold in use as money ? 
It will be useful first to review the apparent facts of the position, 
and see whether they bear out the theory sufficiently to make out 
^prima facie case. The main facts will be found in Tables I Kprima 
and V in the Appendix. The former gives such information as 
is available as to the world's gold supply and the accumulating 
stock of gold since 1493 ; the latter gives the Index Numbers 
since 1782. To bring these together, the two sets of figures 
must be plotted down on a diagram side by side,' and on doing 
this it will be seen that there certainly does seem to be a con- 
siderable degree of correlation or causal connection between 
the two in modern times. Thus there was a marked rise of Histoiy 
prices in the early 'fifties, when the increased gold supply from 
California and Australia began to make itself felt in the world. 
The great fall of prices from 1873 onwards has already been 
explained as due in large measure to the fact that the joint 
supply of gold and silver money, which had before then been 
available as legal tender throughout the world, was suddenly 
reduced by the demonetization of silver. The world's demand 
' See Diagram C. 

TODD M 



i62 THE MECHANISM OF EXCHANGE 

for standard coinage was thus thrown upon gold alone, and the 
gold supply being insufficient to meet the whole demand for 
money, especially as those demands were so largely increased 
by the enormous expansion of trade and industry of all kinds 

After 1873. and in every part of the world which marked that period, the 
money supply became quite insufficient for the amount of 
money's work to be done, and the result is shown by the severe 
fall of prices from 1873 to 1896. 

The turn of the tide in 1896 and the marked rise of prices 
which has been almost continuous since then coincides with the 

Since 1896. increased gold supply from South Africa, the Klondike, &c. 
The short-lived fall of prices in 1901-3 again coincides with 
the temporary cessation of the South African gold supply during 
the Boer War. 

These facts then are sufficient to show at least a very 
remarkable coincidence between the world's gold supply and 
the general level of prices, which would probably be regarded 
as quite convincing were it not for the difficulty of accepting 
the supposed supremacy of gold, in face of the fact which has 
been brought out in the preceding chapters that gold itself, 
and indeed currency of any kind, plays fflich an exceedingly 
small part in the enormous volume of the world's monetary 
transactions. It is difficult to believe that the exceedingly 
small proportion of gold can have such a controlling effect as 

Doing: with- the theory would seem to require. Of all the money's work 
of this country, for example, the enormous proportion which 
is done without any gold at all, that is to say the amount of 
payments made by cheque, &c., where no money passes, has 
been shown by the figures of the annual turnover of the 
Clearing House-— £21, 000,000,000 worth of money's work 
done in a year without the passing of a single sovereign, and 
our whole supply of gold coinage in the country probably 
barely exceeds one hundredth part of that total, ^ven if we 
add the whole amount of our token money and bank-note 
issues to this money total, the aggregate is still very small in 
comparison with the amount of 'money' of another kind 
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represented by the deposits in the banks of the country which 
now amount to over £2,000,000,000. 

The answer to this argument, however, lies in the immediately 
preceding chapters on the Money Market and the nature of 
a financial crisis. The argument of these chapters has been 
directed throughout to showing the remarkably centralized 
character of the world's Money Market — how the London Money 
Market, which is in a very real sense the centre of the world's 
financial system, is in its turn centred in the Bank of England, 
whose whole system is centred in the control and manage- 
ment of the Reserve. The Reserve, as has been shown, is the The gold 
financial barometer of the London Money Market, and, through ^^^^"'''■ 
the movement of the Bank Rate, its rising and falling controls 
to a remarkable extent the value of money, not merely in London 
but also in all the other money markets of the world, and in 
this way it controls the movements of gold throughout the 
world. The eyes of the financial world are therefore always 
centred upon the Bank of England Reserve. Now, of what does 
that Reserve consist ? It is gold; and although the total amount 
of it is so small, yet its importance is infinitely more than pro- 
portionate because it is the only free gold supply in the world, 
and as a matter of fact the great bulk of the world's gold supplies 
passes through it. 

It may therefore fairly be argued that this small central 
reservoir of gold is really in a quite extraordinary degree the 
controlling factor in the world's gold supply, and therefore in ^ 
the world's supply of credit, which in every country is based 
more or less directly on some form of gold reserve. It may The Lottie, 
seem incredible that such a small amount of actual currency ""di"'^ 
should exert such a mighty influence upon the whole system of 
credit, but the fact is that it does exercise an altogether dis- 
proportionate influence because of the way in which the system 
is pivoted upon the Gold Reserve. This gold reserve is, as it 
were, the bottle-neck through which the whole volume of credit 
must pass. One could easily imagine a totally different system 
under which the expansion and contraction of credit would be 

M 2 
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manipulated or controlled in some entirely different way, — we 
have had some experience of such a system during the War, — 
but in the meantime the fact remains that that was how our 
credit system was controlled before the War ; and that fact alone 
is enough to explain the indirect effect of the gold supply upon 
the whole credit system, and therefore upon the general level of 
prices. It may therefore safely be laid down that as far as the 
normal conditions of the financial world before the War were 
concerned, the Quantity Theory of Money had been proved 
substantially true. 

But while the essential truth of the theory may now be taken 
as established, it would be a great mistake to imagine that it can 
be applied in any definite or precise way to any particular set of 
circumstances so as to enable us to dogmatize quantitatively as 
to the expected results of any particular change in the gold 
supply. The whole discussion of the system has been directed 
to show that the influences which modify the effect of a certain 
change in the gold supply upon the general level of prices are 
so extraordinarily complex that such attempts are bound to be 
Quantitative almost Worthless. There are so many factors in the problem, 
impossible? SO many disturbing causes which may throw the effects almost 
completely out of gear with the theory, that any attempt to pro- 
phesy, for example, what the effect of a particular rate of increase 
of the gold supply will be upon prices is almost bound to fail ; 
even if they happen to hit the mark, they have no right to claim 
anything more than a lucky guess. For in the first place it is 
almost impossible to be accurate as to the world's effective 
supply of gold, even assuming the available statistics of the 
annual output to be absolutely correct, because the first question 
is how far the working of the theory depends on the amount 
of gold bullion produced or the amount turned into coinage. 
As a matter of fact, the Reserve contains both gold bullion and 
gold coins of all kinds, and it is by no means to be taken for 
granted either that it is only the proportion of the world's annual 
crop of gold which is turned into coinage that niatters, or on 
the other hand that the whole gold supply counts, irrespective 
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of how much of it is used for purposes other than coinage. 
Second, as the world's supply of gold is a stock, not a crop, it is ^/J^'™^'j^|. 
impossible to dogmatize as to the effect of a change in the ment. 
annual supply upon the total amount of gold in use in the world 
as currency. 

Again, it is difficult to say how far the amount of token Token 
money in circulation might modify the effective amount of 
gold in the country. If, for example, the people of the 
country took it into their heads for a time to use silver much 
more largely than they had done for money payments, it would 
release a considerable quantity of gold for other purposes. The 
same applies to the use of notes. A marked increase in the 
use of small notes instead of gold would have the same effect 
as an increase of the supply of gold. Thus in Scotland before 
the War, a peculiar change had been coming over the practice 
of the cashiers in large factories as to the way in which they 
paid their men's wages. In the old days each man's pay was 
put into an envelope, and generally consisted of a pound note 
and the odd shillings and coppers. But in recent years the 
custom had grown of putting the pay into small tins set in 
a frame, and it was found much more convenient to put in Notes. 
a sovereign than a pound note. Such a trifling change in the 
habits of a class which handles a large sum of money every 
week might mean a considerable change in the effective 
demand for gold for ordinary currency purposes. 

Further, it is impossible to be accurate as to the extent of Credit. 
the superstructure of credit which is at any particular moment 
standing upon the foundation of gold. The only figure we 
can take is the amount of the Bank Deposits and perhaps the 
Clearing House turnover, but these, as will be seen shortly, are 
by no means an accurate quantitative index of the state of credit. 

Finally, it is impossible to measure with any approach Monev's 
to accuracy the extent of the demand for money, that is to 
say, the amount of money's work to be done in the country at 
any particular time. It depends not merely upon the amount 
of goods of all kinds produced in the country, but also upon 
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the number of exchanges which must be made of these goods ia 
the course of their passage from the producer to the ultimate con 
sumeij and both of these are ahnost impossible of measurement. 
To attempt, therefore, as has been done by certain writers, 
to state the Quantity Theory of Money in the form of a definite 
equation, and then to fill in actual statistical measurements for 
the various factors of the equation, seems to be straining the 
Quantity Theory far beyond its capacity for practical applica- 
tion. It can never give more than an approximation to the 
probable effect of a certain increase of the gold supply upon 
prices. Like all economic laws, it is only a statement of a ten- 
dency, and almost incapable of quantitative measurement. 

It must next be asked whether the experience of the War 
has had any effect upon the theory either in the direction of 

War prices. Confirming it or otherwise. Certainly the facts are sufficiently 
striking, and at first sight they seem entirely incapable of any 
explanation which would be in the least consistent with the 
theory. For the facts are, as will be seen from Table VI in 
the Appendix, that the general level of prices has risen since 
the War beyond all experience in modern times, while the gold 
output has remained practically as it was before the War. So 
extraordinary has been the rise during the War that the index 
number in 191 8 was higher than it has ever been since the 
earliest records (1782), even during the Napoleonic Wars 
(see Table V). 

It is of course obvious that there is no need to go to any 
theory of money supply for an explanation of the greater part 

Obvious of this rise. Direct causes are staring one in the face, such as 
the increasing cost of all raw materials, due partly to the high 
rates of freight which have become universal owing to the 
scarcity of tonnage, and this has extended not merely to freight 
by sea, but also to the cost of carriage by land. Again, owing 
to the risk of submarines, the cost of marine insurance has 
been very substantially increased, while the risk of air raids 
in certain districts must have done something in the same 
way for fire insurance on land. But the chief item of increased 



causes. 
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cost in most cases has been the labour cost. Wages of all 
kinds have risen materially, which, of course, is bound to affect RUiugio 
the prices of the goods in which labour forms a large propor- 
tion of the cost of production. Again, interest on capital has 
been steadily rising, owing to the enormous demand for capital 
for AVar Loan purposes, and this has been reflected in the higher 
rate of interest which all kinds of industrial concerns have had 
to pay for any new capital raised, while the financing facilities 
granted as in normal times by the banks to business of all 
kinds have inevitably risen in cost in the same way. This 
increased cost of capital has had its effect on the cost of all 
machinery, which must also bear heavier interest charges than 
formerly. Further, there is very little doubt that in many cases 
the price of particular articles has risen abnormally simply 
because the supply was short. Actual scarcity may not have 
been responsible for the rise of prices as a whole, but there are 
bound to be cases under the conditions of a war of such 
magnitude, with all its interference with normal supplies, where, 
for a time at least, the supply of a particular commodity 
practically runs out, and the fortunate producer or dealer who 
happens to possess a good stock can charge whatever price he 
likes, or at least the highest price he thinks his customers will 
pay. And though these cases have probably been less common 
than is popularly believed, yet it is certain that they have con- 
tributed in no small degree to the aggregate rise. 

Passing from these comparatively obvious causes of the rise 
of prices, there are many theories afloat as to other causes, 
all of which do come within the scope of the quantity theory. 
For example, it has been freely alleged that the rise is due to 
the increased issue of paper money, and to an excessive inflation Paper 

money, 

of credit by government financmg of the War m the shape of War 
Loans, Treasury and Exchequer bills, &c. 

The first of these theories may be comparatively easily 
disposed of. In the first place, the facts which will be found 
in Table VII in the Appendix show that the total increase of 
currency due to the issue of paper money was barely 
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£300,000,000 up till the end of 1918. It must be remem- 
bered, too, that quite a considerable number of the Treasury 
notes have gone abroad ; they are found in every port from 
Gibraltar eastwards, and probably wherever else the sovereign 
used to circulate ; and, as a matter of fact, they were actually 
surcharged and used as local currency in Egypt for a time, 
during a severe scarcity of the local coinage. But even the 
total amount would probably not have been enough under 
present circumstances to produce any excess, for two reasons. 
Increased In the first pkce, the circumstances of the War are in every way 

currency re- ^ ' •' ■' 

quirements. uuiquc, and it is probable that one effect of the changes has 
been to make people use currency in one form or another a great 
deal more than they formerly did. For example, the needs of 
the army must have involved the circulation of a very large 
amount of actual money in the country. Again, wages are 
higher, separation allowances are being paid to soldiers' and 
sailors' dependants to the extent of £80,000,000 per annum, it 
is said ; there is far more money being earned and spent by the 
working classes, many of whom are finding themselves with more 
money in their hands than they have ever known before. But 
the working classes do not keep banking accounts ; their 
monetary transactions are all done in hard cash, and in this 
way a much larger amount of currency is required in the country 
to-day than was formerly the case. Finally, it seems hard to 
believe that there could have been any marked rise of prices 
due to the excessive issue of paper money (which is equivalent 
to the depreciation of the paper money) without there having 
been some disposition on the part of the public to prefer gold 
to paper, and any signs of such a tendency are entirely wanting, 
either at home or abroad. The paper money has maintained 
its value absolutely, and that is not to be wondered at in view 
of the essential fact that the Treasury notes are in the last resort 
convertible into gold at the Bank of England, though sensible 
and patriotic people have never shown the least desire to con- 
vert them, but have given up the gold habit completely' for the 
duration of the War at least. 



THE TEST OF THE QUANTITY. THEORY 169 

The idea that the rise in prices is directly due to excessive 
issues of paper money may therefore be regarded as 'not 
proven '. It is not so easy, however, to deal with the other 
theory that the rise has been largely due to the inflation of credit 
by methods which are in some way, seldom very clearly stated, 
connected with government finance. Here again the facts tend 
to give some support to the argument, for, as will be seen from 
Table IX (i) in the Appendix, the total amount of deposits in the 
British banks since the beginning of the War has increased from 
£1,104,000,000 in 1913 to £2,161,000,000 in 1918. This Credit 
of itself does not necessarily involve an increase of credit 
facilities, which would amount to inflation, but there are two 
ways in which it is said that such an inflation may have taken 
place. In the first place, when the government stepped in to 
remove the block which had stopped the working of the financial 
system by taking out of the market the whole of the acceptances 
which had not been paid owing to the War, and subsequently by 
enabling the responsible parties to find the money to clear off 
these liabilities, they could not, of course, make any distinctions 
between those which would have been duly paid by the debtors The discount 
at maturity and those which would not in ordinary course have "^"^ " ' 
been paid off, because they are what is known as finance bills, 
that is to say bills which go on being renewed from time to 
time as they fall due, representing a permanent loan of capital 
by the holder of the bill to the other party or parties. Thus 
there is no doubt that a considerable part of the business of 
certain foreign banks (in Egypt for example) was financed by 
such bills more or less permanently, and it was due to their 
inabihty to renew these bills that the Bank of Egypt failed 
in 1911. Now when these bills were paid up with government 
assistance in 19 14-15, it actually gave the money market more 
money to work with than it had had before, at least so runs 
the theory on this point. 

Again, there is another way in which government finance 
may have contributed to an excessive creation of extra credit. 
The huge War Loans which have already been floated and the 
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issue of Treasury bills, Exchequer bonds, &c., have certainly 
meant the creation of a large amount of first-class securities 
upon which money can be borrowed with great facility. It 

War is argued that when a man who has taken up such securities, 

that is to say who has lent money to the government, which 
the government of course has spent on war purposes, finds -it 
necessary later on to raise money himself, temporarily perhaps, 
for his own business purposes, he has nothing to do but take 
a bundle of War Loan certificates out of his safe and pledge 
them to his banker, when he will immediately receive credit for 
their amount or a substantial part thereof. Thus the creation 
of these securities has, it is said, added to the loanable credit 
of the country, at least to the extent to which such a method of 
employing them has been adopted. That, however, it is im- 
possible to measure. It is probably comparatively small in this 
country, though in Germany such financial expedients have 
been very largely resorted to by the government themselves in 
their efforts to finance the War.' 

L'k'nc"''"' ^' '^' *^^"> impossible to say to what extent the actual increase 
of bank deposits represents the real increase in the credit 
facilities of the country, and how far that increase has been in 
excess of the requirements of the country, for here again it must 
be remembered that the other side of the account is almost in- 
capable of statistical measurement. For who can tell in the 
meantime what has been the total volume of the country's 
industry and production during the War? That it has been 
enormous is beyond question. Before the War it used to be 
estimated that the national income of Great Britain was 
not less than £2,250,000,000 per annum. Owing to the War 
many of our industries have suffered a material reduction in . 
their turnover^ but against this must be set the output of the 
greatest of all our industries during the War, the making of 
munitions. What the output of that industry was, no one as 

' Another argument for inflation, founded upon the increased invest- 
ments of the banks themselves in War Loan Stoclc, will be found in the 
Economist Banking Number of Oct. 21, 1916. (See Chapter XVI.) 
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yet knows ; the information is naturally not made public. But 
it is quite certain that it was enormous, and it is very likely that 
when the total is added to the output of all our other industries, 
we shall find that the aggregate of our national income during the 
War has increased by a very considerable percentage, probably 
to at least £3,000,000,000 even at pre-war prices. When the 
rise of prices is taken into account the total value would 
probably exceed £5,000,000,000. In view of such a possible 
increase of money's work to be done, there must be a much 
larger need for credit and financial facilities of all kinds ; and 
it is by no means certain that the increase of the deposits 
represents anything more than what would be required for this 
purpose. 

It is of course obvious that this is partly an argument in 
a circle, but it may be none the less true. Whatever started 
the rise of prices, one result would inevitably be an increased 
need for credit to finance them and currency to pay for them. 
At the present stage it is impossible to tell how far the enormous 
rise of prices during the War has been due to what may be called 
natural causes, and how far to inflation or monetary causes. 
There seems to be no doubt that it was partly due to the 
latter, but it will not be possible to tell how far, until sufficient 
time has elapsed after the War to remove the other causes, e.g. 
scarcity and high costs of production of all kinds. 

The question in the meantime, however, is whether the War 
experience has in any way altered our views as to the Quantity 
Theory of Money, and the answer to that question seems clear. 
The War has proved the theory up to the hilt, if ' money ' be 
taken, as it must be, in the widest sense of all, including credit. 
It is perfectly obvious that the increased quantity of ' money ' 
during the War was not gold, and it is doubtful whether even 
the comparatively large quantity of currency notes put into 
circulation was (except indirectly) the cause of the rise of prices ; 
it is just as likely to have been the result. The real culprit is 
the credit system, and it is only possible to infer how much of 
the rise of prices was due to an inflation of credit from a very 
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careful analysis of the banking statistics during the War showing 
the development of the various items in the banking accounts 
(see Table IX and Chapter XVI). 

The Quantity Theory of Money, therefore, stands not merely 
unshaken by the War, but more firmly established than ever, 
with this difference : that ' money ' means money of all kinds, 
including credit, not merely gold. During the War, the link 
between gold and the total amount of credit has been hopelessly 
broken; the gold bottle-neck of credit has been smashed. 
How far this will affect the practical utility of the theory, in 
future is another question (see Chapter XVI). 

The further question also remains : AVhat is to be done after 
the War ? Will England — or the world — attempt to go back 
to gold currency and so restore to gold its constricting power 
on the expansion of credit ? Can London again become the 
free gold market of the world? These questions must be 
postponed until the theory of the balance of trade and the 
history of the War in regard to it have been more fully 
considered. 

Withers, War and Lombard Street. 
Hirst, The Political Economy of IVar. 



CHAPTER XIV 

THE BALANCE OF TRADE 

The law of the balance of trade.— Customs returns of imports and 
exports. — Invisible exports and imports. — International trade of Great 
Britain. — Effect of the War upon the world's trade. 

According to the law of the balance of trade, as explained 
in Chapter XI on the rate of exchange, the exports and imports 
of every country must balance each other. Every country 
exports just as much as it requires to pay for its imports, and 
imports just as much as it can buy with its exports. 

But on examining the actual customs returns of exports and Apparent 
imports of any country, they do not seem to bear out this law '^"'^''*"'^' 
at all. On the contrary the customs returns of England, for 
example, given in Table XVII in the Appendix, show that be- 
fore the War she imported annually nearly £150,000,000 more 
than she exported, while those of the United States showed that 
they exported about £100,000,000 more than they imported. 
What is the reason of this apparent discrepancy ? It is quite 
evident that such enormous balances could never be paid in 
gold, in the first place because the total supply of gold in the 
United Kingdom would be little more than enough to pay for 
a single year's excess of imports; while on the other hand, 
America would, in the course of a few years, have attracted 
to herself half the gold in the world. There are, of course, Gold -pro- 
countries like South Africa which produce gold as one of their countries, 
commodities for export, and in such a case we find a steady 
outflow of gold, which is their means of paying for their 
imports. Again, it is true that in every country there are 
occasiorial exports or imports of bullion which help to redress 
a temporary excess of imports or exports of other commodities. 



balanre. 
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SMBonai Egypt, for example, had before the War a periodical inflow of 

niovMieti D. ^^j^ .^ ^^^ autumn, and outflow in the spring, which corre- 
sponded to the seasonal swing of her trade, from a great excess 
of exports (chiefly of cotton) in -the autumn, to the opposite 
excess of imports of manufactured goods in spring. England, 
on the other hand, had a continual but fluctuating movement 
of exports and imports of bullion, because England is the 
world's free gold market. A large part of the world's annual 
production of gold finds its way to England for sale and distri- 
bution to the other financial centres which require it, or can 
afford to buy it. 

All this, however, does not alter the fact that the great bulk 
of the trade between nations is barter and not cash sales, and 
that the apparent normal excess of imports in some cases, and 
exports in others, is squared by some other items of indebted- 

The ime ness between nations which, though they do not appear in the 
customs statistics as goods, are nevertheless effective payment 
for goods, and therefore render payment in gold of the apparent 
balance unnecessary. We have next to consider, therefore, the 
nature of these invisible imports and exports, as Sir Robert 
Giffen first called them, to find out their character and probable 
amount, and why they do not appear in the customs statistics. 
In the meantime, however, they may be defined as follows : 
An invisible export is something that enables a country to import 
goods ivithout paying for them directly by the export of other goods, 
and conversely, an invisible import is something which makes it 
necessary for a country to export goods without receiving payment 
directly in other goods. 

Customs First, then, it is necessary to consider how the customs statis- 

tics of exports and imports are made up. Every ship that 
enters or clears from a British Customs Port (and no ship may 
enter or leave the country by any other than a customs port) 
must make a declaration of the quantity, value, origin, and 
destination of the cargo, and that whether, duty is payable upon 
the cargo or not. As our import duties were before the War 
confined to a comparatively small number of articles, these 
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declarations frequently involve no payment, but the returns 
made are the basis of all our foreign trade statistics. This is, 
of course, the only possible method of checking the movement Leakages. 
of foreign trade, but it obviously fails to catch and record the 
passing of certain kinds of goods, which will affect the balance 
of indebtedness between nations. Thus, for example, it does 
not touch the ordinary passenger's luggage, nor the money in 
his pocket. Still less does it take account of the letter of 
credit in his pocket-book, the proceeds of which will provide 
the expenses of his stay in the country. Again, it does not 
touch the ordinary letter mails of the Post Office, and if any 
one cares to risk sending small articles of value by letter post 
(against the regulations) they will escape the customs net. The 
Parcel Post, however, passes through the Customs House, which 
takes toll of its contents. 

But all these omissions are trifling compared with certain 
other items which from their very nature must escape the 
customs system, because it is based on the passage of corporeal 
goods through a given point. These items are services inter- 
rendered by the members of one nation to those of another, sctWcm 
and which have no corporeal existence, or which may be 
rendered entirely outside of the customs area of any country, 
namely on the high seas. The greatest and most obvious of 
these is the service of carriage or transport. Transport of goods 
from one country where they are produced in such abundance 
that they cannot be consumed, to another in which they cannot 
be produced but can very readily be consumed, is an essential 
part of the process of production of a valuable commodity, and 
as such must be paid for; the goods at the end of the voyage shipping. 
are actually worth more than they were at the beginning. These 
services then, which result in an increase of value, must be paid 
for out of that increased value, and their value will be payable 
to the owner of the ship which renders them, in whatever 
country he may have made his head-quarters. 

Now England owned before the War about one-third of the 
world's mercantile marine, and her share of the world's shipping 
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trade is larger even than is represented by the proportion 
between British and foreign ships entering her own ports. For 
many of her ships are doing the world's work of carrying, not 
merely from British to foreign ports, but between other ports 
abroad. A tramp steamer, for example, leaving a British port 
with an outward cargo, may carry many foreign-owned cargoes 
from one country to another, before she finally picks up a 
cargo which brings her home again to a British port ; or even 
on the homeward run her cargo may be for Antwerp or 
Hamburg, from which port she will return ' light ' to a home 
port, to load outwards again. Or having delivered her outward 
cargo in New York or Baltimore, she may be chartered by 
American owners to carry cargoes back and forward between 
say New York and the West Indies, and may run up and down 
in that trade for years, till it is time for her to seek a homeward 
cargo again, that she may undergo her survey or periodical 
overhaul. Many British lines, such as the British India Steam 
Navigation Company, maintain a whole fleet of coasting 
steamers plying to and fro between foreign ports, and some of 
these steamers have never seen a British port since they first 
left one on their maiden voyage. 
England's All this means money due to the British shipowner for 
freights, and the payment must find its way in some form to 
London or Liverpool, where the owner's office is. In the old 
days, the owner's freight was often paid in a share of the cargo, 
and the legal right of retention or lien over the cargo, which 
the owner and master still enjoy for their freight and disburse- 
ments, is founded on the fact that they are entitled to payment 
out of the value of tite goods for the share in that value which 
they have created by their services. It is, in fact, out of the 
price realized for the cargo that the freight is ultimately paid ; 
and the effect is that the full value of the goods as they appear 
in our customs returns of imports is only partially covered by 
the export value of the goods which are sent abroad in return. 
Thus, to take an imaginary transaction, on a double voyage 
between Manchester and Alexandria goods worth £i,ooo 
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shipped from Manchester, would appear in the Egyptian 
customs returns as worth £1,100 (the extra £100 being added 
for freight, &c.).' In payment for these goods, the Alexandria 
merchant will ship a load of cotton worth in Alexandria £1,100, 
knowing that on arrival at Liverpool it will realize £1,200, and 
thus provide funds not only to pay the Manchester warehouse- 
man the amount of his bill for the original consignment, but 
also to pay the Liverpool shipowner the freight of £200 on 
the double voyage. Thus, England has exported goods valued ^ 
at £r,ooo and received in exchange goods valued at £1,200, 
leaving an apparent excess of imports of £200. 

This difference between export values and import values is The world's 
the explanation of the puzzling fact that the world's total figures trad"." °^ 
of exports are apparently less than the world's total imports. 
This is, of course, obviously impossible.' As a matter of fact, 
many a cargo that leaves port never reaches its destination, 
and the toll of the sea must be paid in both gold and goods, 
as well as human life. The explanation of the apparent mystery 
is, of course, quite simple when the fact of the added value due 
to the service of transport is taken into account. Apart from 
the probability of inaccuracy in the returns made to the customs 
authorities, which would naturally tend to an under-valuation 
of imports, because customs duties are as a rule heavier on 
these than on exports, the discrepancy is due to the difference 
between what are called F.O.B. and C. LF. values. The 
declaration of value made by the exporter when the goods are 
put on board is naturally based on the value at that point, that 
is to say the original price of the goods plus the cost of carriage 
to the ship's side and of placing them on board, and this is Customs 
known as the value ' Free on Board '. But the value declared 
by the importers when the goods arrive at their destination is 
the value at that point, namely the original cost of the goods 
when they were placed on board, plus freight, insurance, and 
any other charges incurred on the voyage, i.e. * Cost, Insurance, 
and Freight '. 

The amount of these freight services in the course of the 
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world's trade of a year is very large, and various calculations 
have been made as to Great Britain's share in it. Sir Robert 
Giffen in 1882 estimated it at not less than £60,000,000, and 
in 1898 at £90,000,000, while another calculation on quite 
different lines put forward by the Board of Trade in 1903 made 
it £89,500,000. It is now probably well over £100,000,000. 

Reference has been made to the charges incurred for insur- 
ance of goods at sea. This recalls another class of similar 
payments for services rendered in connection with foreign trade. 
In addition to freight and insurance, goods have to be financed, 
sold, and paid for, and the modern complexity of this work has 
called into existence a whole class of traders or agents of various 
kinds, who look after these parts of the work for the foreign 
owner, and are remunerated by various forms of commission. 
Thus, in addition to commission agents so called, who buy and 
sell goods on commission, there are, in London especially, 
great numbers of financial and commercial men whose whole 
business is the handling of foreign trade in one way or another. 
Thus, for example, the payment for exports and imports is 
usually made by a foreign bill of exchange, which passes 
through the hands of several bankers or bill brokers, for accep- 
tance, discount, or collection. All of these different agencies, 
which our elaborate financial system has called into being, are 
remunerated by a small fractional commission or profit on the 
transaction. Again, London does a very large Stock Exchange 
business, especially in international securities (which are them- 
selves, at times, an important factor in the balancing of in- 
ternational indebtedness), and in the flotation of loans, govern- 
ment or private, for foreign countries as well as the British 
Colonies, and all this involves the payment to London stock- 
brokers and financial houses of commissions, which aggregate 
a very large amount' in the course of a year. 

With regard to marine insurance, a very considerable share 
of the whole world's business, including insurance both of hulls 
and cargoes, is done in, or through, London ; for though a ship 
may be 'underwritten', as it is called, in Hamburg or Trieste, 
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or in New York, the risk is in most cases at least partially 
transferred by reinsurance to a London underwriter, and this 
means a premium payable by Germany, Austria, or America to 
London. Again, the ordinary fire insurance business of all the Fire 
world tends to gravitate to London, where most of the large ' 
companies have their head offices, with the result that London 
generally holds the largest interest in any loss, either marine or 
fire, that may take place in any part of the world. 

All these items are in themselves comparatively small, but so 
enormous and widespread are the financial interests of London, 
which has been called the Clearing House of the world, that 
the total amount payable in a year is very large indeed, and 
under this heading it has been estimated that London earns 
probably at least £20,000,000 per annum. 

In connection with the shipping industry there is another 
item which, though comparatively less important, does at times 
involve a considerable claim by Great Britain against foreign 
countries, namely the sale of British ships at sea to foreign Saic of ships 
owners. Not only does Great Britain build new ships for all 
the world, but British shipowners frequently sell their older 
vessels to foreign owners, building new ships to take their 
places. In every port of the world one can recognize ships 
flying a foreign flag, which from their build were obviously 
once British. Old liners, which owing to the increasing 
demands of the travelling public are no longer up to modern 
requirements, are sold to foreigners, who convert them into 
tramps or cargo steamers, in which capacity they are still good 
for many years' service. If such a sale takes place while the 
ship is in a British port, the transfer is duly recorded in the 
British shipping register, and when the ship leaves this country 
for her new service, the consideration is recorded in the 
customs returns. But if a ship has left a British port, flying 
the British flag, and is sold to foreign owners while on the high 
seas or in a foreign port, there is no such record of the sale j 
and as such transfers are at times very numerous, the effect is 
to create a considerable indebtedness by foreign countries to 

N 3 
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Great Britain. It is, however, impossible to place any reliable 
estimate on the amount of this claim, which, of course, varies 
greatly from time to time. 

Again, another item which may seem trifling but yet is of 
considerable importance to certain countries, is the amount 
expended by tourists, either in the country by foreigners, or by 
that country's subjects in foreign countries. Under this heading, 
for example, countries like Egypt, Italy, and Switzerland are 
creditors of all the world to a considerable extent, while the 

Boarding United Statcs at the other extreme is heavily debtor. In our 
own case, the claim probably balances itself, as we usually have 
a sufficient number of visitors from foreign countries to set 
against what we owe to others for the entertainment of our 
travellers. 

The method by which this indebtedness is created and 
discharged is interesting. The ordinary tourist does not carry 
with him a bag of gold sufficient to pay the expenses of his 
trip. He leaves home with only a small amount of cash in his 
pocket for the expenses of his journey, having paid to Cook's 
or a shipping company, or a foreign railway agency here, the 
bulk of his travelling expenses, including even hotel coupons. 
For his personal expenses while abroad he carries a sheaf of 
circular letters or letters of credit, or a banker's draft, addressed 

How repaid, to some bank in the country of his destination. In exchange 
for these railway or steamer tickets and hotel coupons, he 
receives board and lodging and transportation, while his letters 
of credit provide the cash with which he pays for all the 
services of various kinds rendered to him during his visit, 
including the price of the curios or trinkets which he buys and 
brings home, but which incidentally, being as a rule of small 
bulk, pass through the customs as part of his personal baggage, 
and are not thought worthy of record by the customs authorities, 
except in the United States. But for all these services rendered 
to the strangers within her gates, Egypt must be paid or 
credited. The letters of credit, for example, which the tourist 
has cashed in Cairo are returned to London, where they are 
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placed to the credit, say, of the National Bank of Egypt at its 
London office, and are available to meet the bills payable for 
the English manufactured goods which Egypt imports. The 
result is that a country like the United States must export 
goods to meet this claim for the entertainment of her subjects 
abroad. In Egypt, it has been estimated that this item 
amounts to at least £1,000,000 per annum, a considerable item 
to a country whose annual imports average about £30,000,000. 
In Italy and Switzerland the figures were put as high as 
.£14,000,000 and £5,000,000 respectively, while the annual 
debit of the United States under this head was estimated at 
no less than £20,000,000. 

But probably the largest single item of invisible international 
indebtedness is due to the flotation and repayment of foreign 
debts, both interest and capital. On this point the world may imcr-^ 
be roughly divided into two great classes, debtor countries and borrowing. 
creditor countries, namely those which from the point of view 
of industrial progress are young and requiring capital for their 
development, and those older-established industrial countries 
like England which provide the means for that development, 
and the necessary capital to finance it. Thus, for example, 
India, Egypt (which from this point of view is the youngest of 
countries), Australia and New Zealand, the United States, and 
the Argentine Republic have at various periods, say since the 
middle of the nineteenth century, received from England large 
sums of capital for railway development, harbour construction, 
irrigation works, and all kinds of productive expenditure, as 
well as for public works of a less directly productive character, 
such as public buildings or armaments ; and the amount of 
these advances is now represented by national or private debts 
of all kinds, such as government stocks and bonds, railway and 
land companies' shares, and all the other forms of public and 
private indebtedness. The method and the effect of the Double 

eiTect. 

creation of these huge items in the balance sheet of nations 
are of a double character. When in the first place a loan is 
raised in London, say for the construction of an Argentine 
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railway, the amount of the loan is not exported in boxes of 
A new loan, gold to the borrowing country. As a matter of fact the bulk 
of the money never leaves England, but is simply placed to the 
credit of the foreign government or company in the books of 
the Bank of England, from which it is almost immediately paid 
out again in the form of cheques to the engineers or bridge 
builders who have already supplied the goods for which the 
loan was intended to pay. Thus the loan is given in the form 
of goods which appear in the customs returns of the exports of 
the lending country, and go to swell the statistics of exports 
for that year, without any corresponding entry of imports in 
payment therefor. There is, therefore, for the time being an 
apparent excess of exports by the lending country, and a 
corresponding excess of imports by the borrowiilg country. 
But in subsequent years interest will require to be paid on the 
loan, and at some future date it must be repaid either in 
a lump sum or by instalments spread over a period of years, 
and this repayment, whether of interest or capital, can only be 
Sarges. "lade in the form of goods. In the case of productive ex- 
penditure — such, for example, as that of the construction of 
the Assuan Dam in Egypt — the source of payment is obviously 
the additional cotton crop due to the increased water supply, 
so that the loan pays for itself in exports of cotton. Thus 
the effect upon the borrowing country's balance of trade is to 
create in the year that the loan is raised, an apparent excess of 
imports which is balanced by the invisible export of the debt 
in the form of the loan certificates. But in future years the 
, borrowing country's exports must be in excess of its imports, 
to an amount sufficient to meet the interest charges on the 
debt, which thus becomes an invisible import (of interest 
Repayment coupons) to that amount. Again, when the loan comes to be 
repaid, this also will tend to swell the exports of the debtor 
country for that year. 

The general effect is that, if we find the customs returns of 
any country showing an apparent excess of exports, we are 
fairly safe in believing that that country is a debtor country. 



THE BALANCE OF TRADE 183 

And ifi as frequently happens, we find a country which we Kffect on 
know to be largely in debt actually reducing its normal excess trade. 
of exports, and even running up for the time an excess of 
imports, it simply means that that country, instead of living 
within its income as it were, and duly paying its debt charges, 
is actually incurring further debt every year. Thus, in Egypt, 
for example, where the normal figures of the customs returns 
should show an excess of exports of at least £5,000,000 per 
annum, such an excess was actually maintained from the early 
'eighties till about 1900. Then the normal excess of exports 
began to diminish rapidly, until in 1904 and 1906 there was 
actually a balance the other way. From r9oo to 1906 the 
imports of goods rose from £14,000,000 to £24,000,000, while 
during the same period the net imports of gold rose from The case of 
£ 1, 500,000 to £ 7,000,000. The meaning of this was that owing 
to the enormous prosperity of the country, due to the high 
price and the increasing crops of cotton, the people of Egypt 
found themselves in a position to borrow freely, England, 
France, Belgium and Germany competing eagerly for the 
privilege of lending the money. The result was, in the first 
place, a tremendous acceleration of the agricultural develop- 
ment of the country, which was all to the good ; but unfortu- 
nately this led to an inflation of values of every kind, especially 
in land, and a fictitious prosperity which very soon showed itself 
in lavish expenditure on all kinds of European luxuries, such as 
motor-cars and champagne. The result was the crisis of 1907, 
due to the sudden withdrawal of this excessive credit, and an 
abrupt and painful return through the crisis to a more normal 
state of affairs. But it will take Egypt many years to wipe out 
the increased burden of additional debt so unnecessarily taken 
upon her shoulders in these years of exaggerated prosperity. 

In this matter of international indebtedness, England of 
course occupied before the War a unique position. Her in- 
dustrial development being more than half a century in advance 
of all the world, enabled her to become the world's creditor, 
while at the same time it provided the inducement to every 
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England's Other country to borrow from her. Her manufactures quickly 
ivea men s. (q^jj^j j-jjgjj. ^^y jq j^jj jj^g Qnds of the earth, while her colonizing 

instincts made her quick to realize the possibilities of develop- 
ment of the new countries which her new inventions in the 
means of transport and communications were bringing within 
easy reach of the Old World. British emigrants began to spread 
over every habitable quarter of the globe, and wherever they 
went, they saw opportunities for development which only 
required capital to convert them into wealth, and England 
found the capital. Thus British capital led the way in the 
development of the resources of every part of the new worlds, 
east, west and south, from Canada to the Argentine, throughout 
Africa, and in India, Australasia, China, and Japan, with the 
result that there is not now a country in the world in which 
British interests are not engaged. In the latter half of the 
nineteenth century other European countries began to follow 
suit, and the scramble for colonies was nothing more than the 
visible effect of their desire to share in the development of 
the unexploited resources of the world. 
5"=^ , The result is that England became the creditor of all the 

dividends. ° 

world to the extent of some thousands of millions sterling*, and 
is continually receiving payment of interest and repayments of 
principal under old loans and still making new loans all the 
time. It was estimated by Giffen in 1898 that under this head 
England was then receiving about £90,000,000 per annum and 
before the War the total was probably over £120,000,000. 

It remains now to sum up the result of all these various 
elements which go to make up the balance sheet of Great 
Britain's various accounts. Indeed, the idea of a balance 
sheet is perhaps the best way to bring out the whole situation, 
for it gets rid at once of the confusion of mind due to the 
apparent distinction between visible and invisible imports or 
exports. Visible and invisible imports alike go to the debit 
side of the account, while the exports visible and invisible 

1 The total was estimated by Sir George Paish, in a paper read before 
the Royal Statistical Society in 1910, at;£'3,i8o,ooo,ooo 
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appear together on the credit side, and the result, based on the The balance 
figures of 1912-13, is something like the following : 

Dr. Cr. 

£ Millions. ^Millions. 

Total imports , say 750 Exports, home produce . say 500 

Tourists abroad ... 10 Re-exports, foreign & colonial 1 10 

New loans abroad . . 200 Freight . loo 

Interest on loans abroad ._ . 120 

Repayment of loans .... 100 

Commissions 20 

Tourists 10 

;&96° ;^96o 

It will be seen that the final result of all these items of our 
foreign trade is to bring out the fact that instead of England 
importing more than she exports, which has frequently been 
misrepresented as showing that we are living on our capital, Notiivm" 
England has all along been living so far within her income °° '^*'" * ' 
that she has a steady annual balance which enables her to 
continue making new loans out of her annual surplus. 

One more point remains to be explained before leaving this 
subject. While the total exports and imports of each country 
must on the whole balance each other from year to year, it 
does not at all follow that the exports and imports passing 
between any particular pair of countries will balance each 
other, even taking into account the invisible exports and 
imports. Thus, taking again the case of our own trade with 
Egypt, the excess of imports which we take from her in the 
form of our share of her cotton crop is much greater than the 
amount necessary to pay our share of her annual debt charges, 
both public and private. The truth is that trade between nations Triangular 
is not conducted in pairs, but that the circle-of exchange is world- 
wide. England may export manufactured articles to a country 
from which she imports relatively little, but she takes payment 
of that excess from another country which owes her nothing, but 
which is debtor to England's debtor. The transaction is like 
the theoretical form of the bill of exchange, A being a creditor 
of B, instructs him to pay the money to C, who is A's creditor. 



1 86 THE MECHANISM OF EXCHANGE 

No one debtor has paid his own creditor, but all the creditors 
are paid, and, as has been seen in previous chapters, the analogy 
of the bill of exchange is not merely a simile, but is the actual 
form by which the transaction is carried out. 

It may seem rather surprising that during recent years it 
should have taken so much argument to carry conviction to 
some minds of the truth of this law of the Balance of Trade. 
There is perhaps an explanation of this difficulty in the fact 
that the word 'balance' itself contains a double meaning, 
which is exceedingly confusing. In popular use, the word 
means either of two things which are the direct negatives of 
Balance or each Other. To say that an account balances, means that 

excess. . _ . 

both sides are equal m amount ; but if one side is greater 
than the other we speak of the balance, meaning the excess, 
being on that side. When therefore we speak of a balance of 
imports, we mean something entirely different from the balance 
of trade. The ' balance ' of trade means that there can be no 
' balance ' of exports or imports, because these two must 
' balance ' each other. To avoid this play upon words, it is 
better not to use the phrase ' balance of exports or imports ' at 
all, but to speak only of an excess of imports or exports, 
reserving the word ' balance ' for use in its true meaning of 
equilibrium or equality of exports and imports. This distinc- 
tion in the use of the terms is not merely a question of literary 
criticism, but represents the historical development of the 
theory of international trade, from the time of the Mercantilists 
who first used the phrase 'a favourable balance of trade' as 
meaning an excess of exports. Their theory has been aban- 
doned, and it would have saved a great deal of confusion of 
thought if we could have abandoned their terms entirely and 
spoken only of the equilibrium of foreign trade, and the excess 
of exports or imports. 

War and the It remains now to consider the effect of the War upon the 

balance 01 ^ 

trade. balance of England's trade. It has been seen that its first 

effect was to dislocate our foreign trade very seriously for the 
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time being, but gradually, as the emergency measures came 
into force, things began to readjust themselves, and business 
was resumed under difficulties. Shipping began to move 
again fairly freely as the risk of capture was seen to be com- 
paratively small, and the first sign of the recovery of trade was 
the free movement of the great crops of raw materials such as 
wheat and cotton from America to this country ; which inci- 
dentally soon served to remedy the confusion into which the 
American exchanges had fallen at first, and to enable America 
to pay its debts to this country. Gradually things settled 
down again and most of our industries resumed something 
like their normal appearance. Some did so more quickly 
than others because any shortage of normal demand for their 
products was more than made up by the increasing pressure of 
demand for war goods of all kinds. Thus the woollen industry 
had been very busy from the first in turning out uniforms of 
all kinds in enormous quantities. The boot and shoe and 
other leather trades were in the same position, and soon 
another enormous new industry began to develop in the whole- 
sale conversion of all kinds of engineering works to the pro- 
duction of the fabulous quantities of munitions which were to 
be the chief characteristic of this war. The effect of all these 
tendencies may be traced, with certain qualifications next to 
be noticed, in the Monthly Returns of Imports and Exports 
which will be found in Table XX in the Appendix. The Firsteffects. 
general effect of these may be briefly stated here as follows : 
At first all categories of our trade, both imports and exports, 
and of every class of goods, showed very serious reductions, 
but within a very few months a new tendency began to show 
itself. Our imports, especially of food supphes arid certain 
raw materials, stopped falling, and soon began to show actual 
increases upon the pre-War figures. Exports were much 
slower, but in course of time they also began to improve, and 
finally by the month of May, 1916,* the total exports were also 

1 But this did not last. See Table XX. 
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The figures, above pre-war figures. The general movetnent of our trade 
can best be shown by a diagram, and this will be found in the 
Appendix. Diagram B shows the actual figures of exports and 
imports month by month during the years 19 13 to 1919. 

In studying these figures, however, several points require to 
be kept in view, for the figures must be handled with great 
caution to avoid the most deceptive conclusions. In the first 
place it must be noted that the figures available for the 
country's trade as a whole are only value statistics, because it 
is impossible to give figures which would show the volume of 

Values only, trade as a whole. That can only be done accurately for individual 
commodities. The effect of this may, however, be indicated, 
though it is almost impossible to calculate it exactly. The 
very heavy rise of prices of most staple commodities must be 
taken into account, and its effect estimated as far as possible. 
It means that the enormous figures to which our imports have 
attained must be ?o heavily discounted that as a matter of fact 
the total volume of our import trade in 1918 was actually much 
less than it was before the War.' Our exports, on the other 
hand, which only for a few months showed figures comparable 
with the pre-war levels, must be very far below the corresponding 
quantities before the War.' 

supplies. Th's again, however, is only half the truth. The figures of 

exports and imports do not represent anything like the whole 
of the quantities of commodities which are coming into or 
going out of the country, because they do not include the 
whole of those imports and exports which are government pro- 
perty, and which now form so large a proportion of our foreign 
trade. 

The relative effect of this omission upon our imports and 
exports is all the more difficult to estimate because we do not 
even know exactly what is and what is not included in the 
published figures." Thus government stores, that is to say, war 
supplies of all kinds, which leave this country for our forces at 

> See Table XXI. 

' The practice with regard to publication was changed in July, 1917. 
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the frontj are certainly not included, and probably munitions 
of many kinds brought to this country also did not appear. 
But raw materials which were to be turned into war materials imports 
in this country did appear in the statistics. On the other hand 
it is not easy to ascertain how far the enormous military supplies 
which we sent to our Allies everywhere were declared, so that 
it is impossible to know how far our true balance of total exports 
and imports may be from the proportion indicated by the pub- 
lished returns. It is almost certain, however, that the export Exports 
figures suffered more largely from this cause than the imports, 
so that on the whole this factor would tend to counterbalance, 
perhaps to a considerable extent, the increasing excess of imports 
which our trade statistics at present show.* 

The only possible way of estimating the effect of these 
invisible exports and imports of a new kind is to make a guess 
based upon the total war expenditure. In doing so, however, 
it must be remembered that the value of our exports of war 
materials to our own troops abroad can hardly be included as 
exports in the sense of placing them to the credit of our 
balance of trade, because these are after all payable out of our 
own pockets, and constitute no claim by us upon any foreign 
country for subsequent repayment. There is, however, one How much 
way in which we may estimate the extent to which we are 
piling up claims against our Colonies and our Allies, which 
will in the future stand to our credit. During 1916 and 19 17 
we were lending to our own Colonies and our Allies at the rate 
of over £500,000,000 per annum, and it is probable that a very 
large proportion of this went out in the form of war supplies, 
such as uniforms, boots, engineering materials, and war muni- 
tions of all kinds. We were, of course, receiving very large 
quantities of munitions and raw materials of all kinds from 
neutrals, especially America, but the probability is that the 
most of these ?re included in the published returns, while the 
others are not. 

' See Table XX and Diagiam B. 
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Again, to make the figures even as complete as they can be, 
another item must be taken into account, namely the move- 

movlmeirts. ™ents of bulHon. On this point it must be recalled that since 
the War much of the gold which really belongs to England has 
never been actually brought into the country at all, but is or 
swas lying to the credit of the Bank of England in Ottawa, Cape 
Town, and Sydney. The possible effect of this upon the figures 
may be inferred from one fact alone, that during 1915 we 
imported almost no gold at all from the Transvaal, the output 
of which has been going on nearly as before, and certainly 
has not been going anywhere else.' 

Taking all these cautions and reservations into account, 
what do the figures indicate as regards the balance of our trade 
since the War ? Simply this, that our foreign trade has undergone 

orientation. ^" entirely new orientation, just as the main object and character 
of our home industries have undergone a complete change. It 
is certain that our home production of wealth, including muni- 
tions of all kinds, has increased very materially since the War. 
That is obvious from the fact that there is to-day hardly a man, 
woman, or machine idle in the country, that unemployment in 
the old sense of the word has disappeared, that many people, 
especially women, are working who never worked before, and 
that most people are working overtime to an extent absolutely 
unprecedented. In the same way probably our total foreign 
trade, if only the true figures were known, has also increased 
very materially if war materials are included. But its direction 
has changed. Just as now in our home trade so large a pro- 
portion of our productive capacity is being devoted to the 
wasteful production of war materials, so our foreign trade has 
been completely turned into new channels. We are now 
importing largely from countries to which we used to export, 
and vice versa. To take one case as an example, our trade 
relations with America have completely changed. The enor- 
mous quantity of munitions and raw materials which we are 
taking from her is no longer balanced by the large quantities 

' Since iqi5 tlie figures of gold movements have not been pubfislied. 
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of our own manufactured goods which we used to send to her. 

We are running into debt to America very seriously, or rather America as 

America is rapidly repaying to us the old debts which we had 

accumulated against her for many years, in the form of money 

and goods lent for the development of the country. We cannot 

for the time being pay her in goods as we go along, and by one 

of the paradoxes of the War we can no longer pay her for this 

excess in gold, not merely because we have not enough gold to 

do it, but because she does not want so much gold. We are 

paying America by selling back to her the securities of all kinds 

which our people held in American concerns : hence the Treasury 

scheme for the mobilization of American securities in this country 

with a view to their being sold to America or used as securities 

for loans raised there to pay for our supplies. The same principle 

is being applied to other countries, and the total amount 

involved is not less than £1,000,000,000. To this falls to be 

added our share of the loans by America to the Allies since 

she came into the War. 

But while we are thus in a sense running into debt, or at Our position 
least livmg on our capital, in our relations with these countries, War. 
we are on the other side running up new claims against 
most of our Allies and the Dominions, the total amount of which 
as at April 26, 1919, was £1,739,000,000. "When the War is 
over our balance of trade will probably not be much worse 
than it was before, even after allowing for bad debts, but we 
shall have very largely changed our debtors. 

Incidentally it is interesting to speculate upon the probable 
effect on America's future balance of trade of the changed 
conditions which will result from the War. Ever since she 
was a nation at all she has been a debtor nation exporting 
considerably in excess of her imports every year to pay the 
interest charges on her old borrowings from England and 
Europe generally. But now America has repaid about 
£500,000,000 and has lent to us and our Allies at least 
£1,500,000,000 more. Thatmeansthe complete extinction of the Future effect 
debt charges due by America to the old countries and probably 
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the establishment of a permanent credit balance. What will 
America do with her exports under these new conditions? 
Will she take so much more of imports from Europe and 
continue to send out the same quantity of exports as before, or 
will she reduce her exports, and retain a larger share of her own 
crops for her own consumption? During the War, for ex- 
ample, she has retained a much larger share of her cotton crop 
than she has ever done before. If she continues to do so after 
the War, it will make a considerable difference to the Lancashire 
Cotton Industry. 

The position of other neutrals as the result of the War is 
likely to prove similar to that of America. They are all supply- 
ing goods to the belligerents and running up credits against 
them for the values, which will make a remarkable difference 
in their relative trade positions after the War. 

As to the elfect upon our Allies, the result of this movement 
will of course be to leave them largely in debt to us, and to 
other neutral countries for these war supplies. Most of them 
will be able to pay in course of time and to pay interest in the 

Our Allies, meantime ; some of them we shall hardly expect to pay us, such 
as Serbia and Roumania ; while for others, especially Belgium, 
the only hope of being able to pay lies in the recovery of an 
indemnity from Germany. Russia, which is the largest of all 
our debtors, is not likely to be able to pay even interest for 
many years.' 

Again, it is interesting to note the probable effect of the 
War upon our invisible exports and imports. The amount of 
these is always largely guesswork, and more so now than ever, 
but some indications may be obtained from various facts. In 
the first place as to freight : a very large proportion of our 
mercantile marine has been commandeered for transport pur- 
poses, and its services are therefore no longer an invisible 
export, except in so far as they are carrying war materials, &c.. 

Shipping, to our Allies. But for the remainder, which is still at some- 

' As at April 26, 1919, the figures were — Russia, 568 millions ; France, 
434; Italy,4i3; Belgium, 87; Serbia, 18; other Allies, 48; Dominions, i7r. 



Effect on 

invisible 

exports. 



- THE BALANCE OF TRADE 193 

thing like its ordinary work, though the quantity of tonnage 
has been seriously reduced by submarine losses,' apparently 
the earnings of what remains are very much above pre-war 
levels, if we may judge from the high dividends paid by ship- 
ping companies of all kinds. As for the other usual items, 
tourists' expenses may be treated as non-existent since the 
War, but they will swell very rapidly again as soon as it is 
over, and the battlefields of Europe become the happy hunting- 
ground of the American tourist. 

Reference has already been made to the extra cost of in- 
surance of all kinds, especially war risks both on land and sea, 
and as before a very large part of that business has been done 
in London. Our banking and other commissions too have Com- 
probably not been materially reduced on the whole, though ""^'°°'- 
a great deal of business must have gone to America. But 
what we have lost in one way we have probably more than 
made up for by our share of the business which formerly went 
to Germany and Austria. Much of their trade has come into 
our hands, and the profits follow the trade. 

The only item that has been seriously affected is probably, capital, 
as has been seen, the lending of new capital to the world. We 
certainly have had to restrict our new loans to foreign coun- 
tries almost to vanishing point, and that not only has a serious 
effect on our balance of trade during the War, but will have 
a permanent effect on our balance afterwards ; but it must be 
remembered that these two effects are counteracting. If we 
are not lending so much new capital in the meantime, we are 
not requiring to export so much against the new loans, so that 
that alone would set off some reduction in the normal quantity 
of our exports. 

Finally, it follows that all this interference with the normal 
pre-war course of our trade and the settling down of our trade 
into new channels which are themselves becoming normal again 
have affected the foreign exchanges very materially. The Foreign 
American exchanges soon recovered from the pre-war crisis, and "'^ ^''^^^' 

* See Table XXI for Import Tonnage. 
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rapidly turned the other way against us, as the current of exports 
began to flow. And that is typical of the position of all the 
exchanges since the War. All our exchanges with neutrals are 
against us, because we are receiving more goods from them 
than we can export to them at present. On the other hand, 
all the exchanges between us and our Allies are heavily in our 
favour, because they are receiving far more from us than they 
can send us. 

The position of the other belligerent countries as regards 
their exchanges is practically the same. All the exchanges 
are against Germany, and to an infinitely greater extent than 
in our case. But the reasons for that include one which 
fortunately we do not require to reckon upon, viz. the depre- 
ciation of their paper money. Some idea of the extent and 
character of these movements of the foreign exchanges may 
be gathered from the figures given in Tables XH to XV in the 
Appendix. 

GiDE, chap, vii., §§ i and s. 
GiFFEN, Economic Enquiries and Studies. 
Smart, T/te Return to Protection, chaps, iii and iv. 
BowLEY, The Effect of the War on the External Trade of the United 
Kingdom, 



CHAPTER XV 
THE THEORY OF INTERNATIONAL TRADE 

The advantages of foreign trade. — The theory of comparative cos.t. — 
Free trade v. protection. — A question of policy not principle, — Its 
application to various countries. — Arguments in favour of protection, 
and objectious. — Import duties and bounties. 

It has been shown that the value of the exports and imports 
of each country must on the whole balaince each other, unless 
a country is debtor or creditor of other countries, either for object 
capital borrowed in the past or for services rendered from year national 
to year. It may then be asked, what is the good of foreign "^* ^' 
trade if both parties give and receive exactly .the same value? 
What is the gain to either ? 

In this respect foreign trade is the same as trade between 
individuals. What is the good of any exchange if each party 
to the exchange receives only an article of the same value as he 
gives ? The answer is that, while the exchange value or price 
is the same, the subjective value of the articles exchanged is 
different to the two parties. So in foreign trade, while the Gain oi 
money value of exports and imports to each country is the same, Stiilty."' 
that does not represent the whole advantages of the exchange. 
The theory of foreign trade is very like the theory of the division 
of labour. Each nation should produce those things which it 
can produce to the greatest advantage, just as in division of 
labour between individuals each individual should be put to 
the work he can do best. The causes of these differential 
advantages between nations vary greatly, but in most cases they 
can be expressed in some form of the idea of cost of produc- 
tion. Owing to the differences of climate, geology, or industrial 

2 
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history, one country can produce certain things more cheSply 
Differential than another, or which the other cannot produce at all. Thus 
production, a nation whose soil and climate are adapted to growing cotton 
should, under this theory, devote itself mainly to growing 
cotton, exchanging it with some nation whose command of 
other raw materials, such as coal and iron, renders it especially 
suitable for manufacturing. In this way every nation gets the 
benefit of the special products or facilities for production of 
every other nation, and the total world's production is the 
greatest possible. It is to the advantage of all the world, for 
example, that Egypt should grow fine cotton, while Lancashire 
with its humid climate should be devoted to fine spinning. 
Not only will this pay the world at large best, but it will also 
be the most profitable course for each of the countries con- 
cerned, and if the trade between nations were left entirely free 
from artificial restrictions, the effect of competition would be to 
produce this ideal distribution of productive capacity. 
An This theory sometimes produces the puzzling anomaly that 

it may actually pay a country to import something from abroad 
which it could really produce more cheaply at home. For 
example, it pays England, the finest dairy country in the world, 
to import dairy produce from Denmark, paying for it with coal 
and manufactured goods. The explanation is' that the imports 
are paid for with something else, in the production of which 
the first country has a still greater advantage ; as in the above 
illustration, Denmark can produce butter, &c., nearly as well 
as England, but Denmark has no coal at all. England has 
a greater advantage in the production of coal than she has in 
dairy produce. It pays her therefore to devote herself to that 
branch in which she has the greatest advantage. In the same 
way, it might pay an individual to buy from others something 
which he could make better or more cheaply himself, if by 
doing so he could devote himself to some other branch of 
production in which he has special advantages. 

The theory of international trade is therefore that each 
country should produce, not merely what it can produce more 
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cheaply at home than it can buy from abroad^ but what it can 
produce to the greatest advantage. This is known as the Theory of 
theory of comparative cost. What must be considered in each co"t.''^™"'"' 
case is not the cost of producing the commodity in one country 
as compared with the cost of importing it from abroad, but 
rather the comparative cost of producing each commodity in 
the two countries. Thus if in one country X a commodity 
A costs five units of labour and capital to produce, and another 
commodity B costs ten similar units, while in another country 
Y the production of A costs only three units of labour, &c., 
against nine for B, then Y should devote itself entirely to 
producing A and leave B to be produced in X (although Y can 
actually produce B more cheaply than X can), because the com- 
parative cost of A to B in Y is I : 3 against i : 2 in X. Thus 
100 units of A produced in Y and 100 units of B produced in 
X will cost altogether 1,300. By any other distribution the 
cost would be increased. 

It follows from this that certain commonly accepted views 
of the advantages of foreign trade require revision. ' If the 
man in the street were asked whether the advantage of our 
foreign trade lies in the imports or the exports, he would 
probably say the latter. Our imports, except the raw materials Popular 
of our industries, are, from this point of view, regarded as at ' '^' 
best a necessary evil. We must also, of course, import exotics, 
that is to say, those foreign commodities which owing to 
climatic and other conditions cannot be produced in this 
country, such as cotton or tea; and it hardly affects the 
question whether these things are raw materials for our indus- 
tries or conventional necessaries for our food supply. But 
when it comes to foreign articles of luxury, such as champagne, 
for example, the advantage is regarded as doubtful, and when 
we reach the final case of foreign wheat, which we obviously 
could grow ourselves, the import is looked upon as an unques- 
tionable evil. From this point of view, then, the desirable 
part of our foreign trade is our exports. That we should 
supply all the world with manufactured articles, the products 
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of our great industries, seems to be regarded as the chief 
object of our existence, and the best test of the prosperity of 
these industries. Yet that all our exports are not regarded as 
equally desirable is apparent when we come to discuss the 
export of raw materials, such as coal. 

What is the underlying idea of this attitude ? Apparently it 
is that exports should be encouraged because they provide an 
outlet for the products of our home industries, but that nothing 
should be exported which might be used at home for these 
industries. Imports, on the other hand, are harmless only 
when they provide materials for our industries, and are most 
objectionable when they consist of commodities such as wheat, 
which might be grown at home. When imports consist of 
manufactured articles directly competing with the products of 
our own home industries, no condemnation, it seems, can be 
too strong. 

All this points to an apparent misconception of the object 
of our home industries, namely that these industries exist 
primarily for the purpose of manufacturing goods for export, 
that the business of this country in the world is to manufac- 
ture goods for all the rest of the world, that any other nation 
which, inspired with a similar idea, tries to cut us out in what 
are fondly regarded as our foreign markets, is in some way 
meddling with that part of the world's business which belongs 
by right to us, and that any nation that tries to send manu- 
factured goods into our country has not merely committed the 
folly of sending coals to Newcastle, but is actually guilty, as it 
were, of some sort of trespass. 

The root of the fallacy lies in the idea that the main object 
of our industries is to make goods for export, that we live by 
foreign trade, and that our foreign trade is more important 
than our production for home consumption. It is the idea 
of the manufacturer converted into a national policy. The 
manufacturer makes his living by making goods which he 
almost never uses himself, and selling them to somebody else. 
But that is not the true model for a nation's policy. A nation 
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is not a factory turning out goods for sale to other nations. 
Still less is it a merchant or shopkeeper buying and selling 
other nations' goods, and making a profit on the turnover. 
Its position should rather be like that of the old yeoman 
farmer, whose land produced most things that he required to 
feed and clothe himself and his dependents, leaving a surplus 
to exchange for such luxuries as he could not produce himself. 
The prime object, then, of a nation's industry is to feed, clothe. The nation'3 
and house her own population, who are the chief producers of ^°^' '°"' 
all her manufactures, and are entitled to consume the major 
part of them. But as the manufactures are partly dependent 
on the use of foreign raw materials, these also must be paid 
for by a share of the finished commodities ; and if, as in these 
days, when we lay the whole world under contribution for the 
satisfaction of our high and complex standard of living, our 
workers want tea, coffee, cocoa, tobacco, spices, and a thou- 
sand other things, that we cannot grow ourselves, it is only right 
that we should pay the producers of these foreign commodities 
with part of our manufactured goods. 

The nation's exports, therefore, are only its surplus, which it 
exchanges for those foreign products which it cannot produce 
itself. Wherein then lies the advantage of this exchange? 
Clearly, if one must choose between the exports and imports, 
the advantage lies in the imports. We give of our abundance Function of 
of cheaply manufactured goods in exchange for other com- 
modities which, because we cannot produce them at all, or so 
easily as the foreigner, we value more highly than the things 
we produce ourselves so easily. The gain to us is in getting 
something which is worth more to us than what we give in 
exchange for it ; in other words, the gain lies in the imports 
rather than the exports. 

This, of course, must not be taken as in any way detracting and exports, 
from the real advantage and value of our export trade. If, for 
example, the turnover of the cotton trade is enormously 
increased by our exports of cotton goods, the effect will be, 
owing to the well-known economies of large production, that 
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the cost per pound of yarn or yard of cloth produced in this 
country will be so much the less, and our own home con- 
sumers will benefit by this reduced cost of production. Here, 
too, lies some consolation for the much-regretted imports of 
wheat, &c., which might be grown at home. These imports 
must be paid for in goods, and the effect is not only that the 
textile operatives have good wages to spend, and cheap bread 
for themselves and their families, but also that the farmer 
himself, who is suffering by the low price of his wheat, finds 
the price of everything else he buys more or less reduced in 
consequence. 

It is perhaps not surprising that those whose business 
makes them familiar with any branch of our foreign trade 
should be inclined to exaggerate its importance, and this 
tendency was accentuated by the fact that until a few years 
ago no figures of the extent of our total home production were 
available to enable us to form a true estimate of the relative 
importance of foreign trade and home consumption. As far 
back as 1877 Sir Robert Giffen estimated the income or 
profit derived from our export trade as not more than one- 
eighth of our total income; but it was not till the Census 
of Production of 1907 that it became possible to form any- 
thing but the vaguest statistical ideas on the subject. Now, 
however, it is known that the total net output of all our home 
industries, including agriculture and fisheries, in that year was 
not less than £1,456,000,000, while the total value of our 
exports of home produce in that year was only £426,000,000, 
and of our net imports £554,000,000. 

But while this theory of comparative cost is the basis of the 
economic theory of international trade, it is unfortunately not 
the principle which actually rules the trade policy of the 
nations, and the reason is obvious. The theory of inter- 
national trade is an ideal theory of what things would be like 
if the world were ruled by one all-wise body which had no 
other interests in view but those of the world as a whole. But 
that is not the way the world is ruled, and we never had more 
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cause to realize it than to-day. For many reasons, geographical, 
ethnographical, and historical, the world is divided up into a 
number of separate nations, whose trade policy is ruled by no 
consideration of cosmic ideals, but by frankly selfish national 
aims. Differences of language and race, of climate and natural 
conditions, and national and racial antipathies due to historical 
antagonism, have made it useless to hope for any conscious 
approximation to the ideal principles of international trade. 
Never has a prophecy been more promptly and completely 
falsified than was that of the Free Trade leaders in England 
in 1846, that within five years after the triumph of the Corn Law 
agitation in England every other civilized country in the world 
would be following our example. It is well, here, however, 
to enter a caution against the idea that England adopted the 
policy of Free Trade because it was the international ideal. 
The truth is, and our reputation for honesty has suffered England's 

^ position. 

seriously in the minds of our continental neighbours because 
so many of us apparently did not see it, that we adopted that 
policy because, under the particular circumstances at that time, 
it was the policy which was likely to suit our own interests best. 
We failed to realize then, and to a considerable extent since, 
that because that policy suited our conditions, it did not 
necessarily suit those of other nations, nor indeed would it 
necessarily suit ourselves best if conditions should change. 
But the rise of the German school of national economists 
very quickly brought out the difference between their position 
and ours, which was indeed the difference between our posi- 
tion and that of most of the other nations of the world. We 
know now, however, that fiscal policy is not a matter of inter- 
national theory or general principle, but a matter of national 
policy or expediency. The question of Free Trade or Pro- Policy not 

. . r-ii. principle. 

tection, therefore, is no longer a question of principle but of 
policy. Of the principle there can really be no question. 
World-wide free trade, which by the force of competition 
would compel every nation to devote itself to the production 
of those commodities in which it had the greatest advantage. 
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The ideal, would Certainly be the world ideal ; but what each nation has 
to consider is not the principles that would best suit an ideal 
world, but the actual measures which are likely to prove of 
greatest advantage to its own peculiar national interests. Most 
countries, except ourselves, have therefore thought fit to adopt 
a certain degree of Protection, that is to say, they have thought 
it advisable to interfere more or less with the natural flow of 
industry, and have tried to attract or divert it into what were 
thought to be the most desirable channels. 

It would, however, be going to the other extreme to imagine 
that the theory of international trade has been entirely dis- 
regarded, or that the distribution of the world's productive 
capacity has been on the whole arranged in despite of it. On 
the contrary, the great bulk of the world's industry is, as a 
matter of fact, carried on in the countries best suited for it. 
Lancashire does not grow cotton, nor Egypt spin her own 

The actual, crop to any great extent. What has happened has rather been 
that many nations have endeavoured to modify the conditions 
existing in their own country at particular stages of its develop- 
ment, so as to overcome temporary obstacles to the development 
of certain industries, which they regarded as necessary or 
desirable for the full development of the facilities which they 
believed their country to possess. It is true that these re- 
strictions, begun as temporary measures, have in most cases 
been very difficult, and in many cases impossible, to get rid of; 
but this does not alter the fact that on the whole the world's 
trade is following the line of least resistance, that is to say, the 
line of the international theory of comparative cost, and that 
the cases in which one nation is persistently carrying on an 
industry at a loss are comparatively few. 

One more caution as to a popular misconception regarding 
international trade relations may be of advantage. People 
sometimes talk as if international trade meant trade between 
nations, and, especially in discussions about fiscal questions, 
phrases are used about the fiscal policy of particular nations, 
e.g. 'What Germany has done for her foreign trade', as if the 
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trade between nations were conducted or mainly controlled by 
their governments. This is of course quite untrue. Inter- The world's 
national trade is conducted almost entirely by the individual ^^ ""' 
traders of the different nations, and their prime (one might 
almost say exclusive) motive is to make money for themselves. 
The government may lay down certain conditions as to trade, 
It may impose duties or confer bounties upon certain com- 
modities when imported or exported, or provide certain facili- 
ties for, or place certain obstacles in the way of certain trades ; 
but only in very few cases does it actually take a hand in these 
trades itself. The world's traders are private individuals, firms 
or corporations working for their own profit. 

The reasons which have led various countries to adopt 
protection for particular industries or for certain classes of 
industries may be made clearer by a few illustrations. For 
example, in France great importance is attached to the main- Protection 
tenance of the class of peasant proprietors. The system of '" ^""''''• 
equal division of land among the family had led to an increas- 
ing subdivision of land into very small holdings, followed 
necessarily by a system of highly intensive cultivation. But 
with the development of the great agricultural areas of the 
New World, with their virgin soil and high yield in proportion 
to the labour and capital applied, the agriculture of France 
was threatened with competition which was likely to prove 
fatal to the interests of the small holders. It was therefore 
thought necessary to protect these peasant proprietors by 
setting up a wall of protection round their products. The 
result is that their existence has been continued, and France 
has been saved the difficulty of finding some other employment 
for the great mass of her population which would have been 
thrown out of employment by the ruin of agriculture ; for 
France, unlike England, has no great industries to which these 
people could be diverted. 

In Germany we find a different illustration of the same idea, in Germany. 
The discovery of chemical dyes had killed the old madder-root 
industry, which occupied large areas of land not suitable for any 
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other crops. The government, facing the situation, set them-, 
selves to discover some means of utilizing these lands for 
another crop ; and ultimately beet-root was recommended for 
this purpose, beet being useful for the manufacture of sugar. 
But, to enable this new industry to compete with the old- 
established cane-sugar industry of the West Indies, it was 
necessary to give it some assistance. The actual method by 
which the system of sugar bounties developed was partly acci- 
dental ; but the result was to develop an eriormous industry in 
beet-sugar in Germany, which, in the first place at least, saved 
the country from a very serious difficulty. 

In America. America, again, provides an illustration of another argument 
for protection. The economic position of the United States is 
unique. Owing to their enormous extent, they include within 
their dominions practically every variety of soil and climate, 
and every kind of product, raw materials, &c. They were 
therefore pre-eminently fitted to become a nation almost entirely 
independent of foreign trade, self-sufficing and self-contained. 
But in the early days their industries required assistance to 
enable them to compete with the old-established industries of 
England. It was therefore argued that America ought to 
protect her infant industries, as they are called, from the com- 
petition of these older rivals, and the system of protection was 
commenced, which has since grown to such enormous pro- 
portions. 

Great Great Britain, on the other hand, may be taken as an illus- 

Britaiiu ... i , • /. i 

tration of the contrary case, where the circumstances of the 
country pointed clearly to the advantages of free trade. Her 
rapidly developing industries and her enormous industrial 
population required, above everything, cheap raw materials 
and cheap food ; while, on the other hand, she required a free 
market for her surplus manufactures. Protection in such cir- 
cumstances would ha.ve been folly. Free trade was the means 
of building up the industrial supremacy of Great Britain. 

It is next to be noted that the mere fact of the existence 
of import duties does not necessarily mean protection, because 
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such duties may not be protective at all, but merely for 
revenue purposes. To make this clear, the distinction be- 
tween revenue and protective duties must be kept in view. 
Duties charged upon goods may be of two kinds — ( i ) Customs Customs »■. 
duties charged on the import of goods into this country, and duties. 
(2) Excise duties levied upon goods made in the country. 
When the same rate of duty is charged upon goods imported 
into the country and also upon similar goods made or grown in 
the country, it is merely a revenue duty. But if customs dues 
are levied on goods imported, while no excise duty is charged 
on similar goods produced in the country, the result is clearly 
to protect the home industry. A protective duty may thus be 
described as a customs duty not balanced by a corresponding 
excise duty. The import duties in England before the war 
were therefore hot protective, because all the goods upon 
which the customs duties were charged were not grown or 
Inanufactured in the country at all. Import duties were only 
charged upon ' exotics ' — that is to say, upon goods which 
cannot be produced in the country, such as tea, tobacco, &c. 
The only other heavy import duty in England, that on spirits 
and wines, was balanced by an excise duty on all spirits made 
in the country, so that it had no protective effect. 

The main arguments in favour of Protection may now be Arguments 
briefly stated, noting at the same time certain objections to a°g'atnst 

, Protection. 

them. 

(i) It is argued, as in the case of America already quoted, 
that where a new country is trying to develop industries for 
which it possesses natural facilities — for example raw materials — 
they require the assistance of a little protection against foreign 
competition to enable them to survive the first difficulties which infant 
must be faced in a new country, such as the dearth of capital, '" 
the high wages of labour, and the general inefficiency of pro- 
duction as compared with the well-established industries of an 
old country, with all the benefits of long experience. There is 
some force in this argument, but the objection to the adoption 
of such a policy is that these industries never seem to get past 
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the Stage of infancy. As they grow up, fostered by the artificial 
stimulus of protection, they become so accustomed to its assis- 
tance that they can never reconcile themselves to doing without 
it. It is an unfortunate fact with regard to protection generally, 
that it always seems to lead to the growth of vested interests, 
which become so powerful that they are able to defend them- 
selves against the attacks of those who think that it is time the 
protection was abolished. This has certainly been the experi- 
ence of the United States, where the protected industries have 
become so strong that they control the legislature, and, instead 
of doing away with protection, they get the tariffs raised higher 
and higher. The result is that the consumer must pay high 
prices • for many commodities, out of which the producers are 
making large profits. 

(2) It is often argued that a country should protect certain 
industries which are essential to the continued prosperity of the 
country, and which are likely to be attacked by foreign compe- 
tition, such as the agricultural industry of France, upon which 
the peasant proprietors depend. But the result is expensive to 
the consumers, for it means that they must pay high prices for 
home-grown produce which they could buy more cheaply from 
abroad. It may be worth it, but the fact cannot be concealed 
that it involves a sacrifice on the part of the consumers at large 
for the benefit of a certain class of producers, and in every case 
its justification depends on the relative importance of the par- 
ticular class of producers as compared with the general public, 
who are the consumers. 

(3) Similar to this is what is known as List's argument, that 
the wealth of a country must be measured not merely by the 
money value of its production and trade, but by the variety of 
the commodities which it produces. It is argued that a country 
whose productive capacity has become centred in one or two 
great industries, such as the export of raw materials, is exposed 
to great dangers in the event of these industries being injured 
by outside competition, or by the failure of the supply of raw 
materials upon which they depend. It must be remembered, 
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however, that if many people are going into one trade, it can 
only be because that trade pays better than others, and it would 
require very special circumstances to justify any government 
in trying to keep people out of a profitable trade, such as 
cotton-growing in Egypt. What the government can do, how- 
ever, is to assist the development of other trades, and the 
transfer of labour and capital to these others, whenever the signs 
of decay manifest themselves in the staple industry. 

(4) Again, it may be argued that there are certain industries war 

so essential to the existence of a country in time of war, that "'='=^=^'"*'- 
it is necessary to protect them in times of peace. The effect 
of foreign competition on British agriculture, for example, has 
been so serious, that now it would be practically impossible to 
maintain the population of the country on its own production 
of food-stuffs. Thus the country is dependent on foreign 
supplies of wheat, &c., and if these could be cut off by an 
enemy in time of war, the country might be reduced to sub- 
jection by practical starvation. But the cheapest and in the 
long run the only effective remedy is, to make sure of the safety 
of the overseas supplies, by maintaining a sufificient navy to 
protect the merchant service. Not only the food supplies, but 
also the raw materials upon which most of the industries of the 
country depend, come into the country from abroad. 

(5) A similar argument applies to those industries directly Armaments, 
connected with the supply of war materials, such as dockyards 

and arsenals. 

(6) The ' pauper labour ' argument is that under protection Pauper 
wages are generally higher than in unprotected countries, and 

that to allow free imports of goods from countries where, they 
are made by lower paid labour would mean the reduction of the 
wages paid under protection, and, consequently, of the standard 
of living and efficiency of the workers. This argument, however, 
is partly discounted by the fact that in protected countries the 
prices of the commodities on which the workman spends his 
wages are proportionately almost as high as his wages, so that 
the real purchasing power of his wages is not much higher. 
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(7) There is much to be said in favour of retaliation against 
Dumping, dumping. Strictly speaking, dumping means that a country 

wishing to develop its industries on a large scale, in order to 
secure the economies of large production, but not having 
a sufficient market within its own area to take off the produce, 
finds it necessary to force sales abroad in order to get rid of the 
surplus. If the industry is protected at home, it can charge 
high prices there, sufficient to allow of a profit on the whole 
output, and then dump the rest abroad at, or even below, cost 
price. Such competition is naturally very hard on the in- 
dustries of the country where the dumping takes place, but the 
fact must be faced that the consumers as a whole profit by the 
cheap price, while other industries may gain very substantially by 
employing the dumped goods as rawmaterials for other industries. 
Again, the practical difficulty of meeting dumping by counter- 
vailing duties is increased by the fact that it is generally only 
intermittent. 

(8) The general argument that the home producer is in some 
way entitled to a preference over the foreigner is, from the 
economic point of view, entirely unsound. If one industry is 
so inefficient, that it requires to be permanently maintained at 
the expense of others — that is to say, at the expense of the ' 
consumers in general — then it is economically wrong to continue 
it at all. If it cannot subsist without such artificial aid, let 
it go to the wall ; only very special circumstances can justify 
an industry being maintained by what practically amounts to 
charity. 

An important objection to protection is founded on the law 
of the balance of trade. If a country ceases to import goods, 
it must at the same time cease exporting some other kind of 
goods, which were being sent abroad in payftient of the imports. 
Suppose that protective measures are adopted to exclude certain 
foreign imports which are competing in an undesirable way 
with home trade in one department, the primary result, if the 
protection is effective at all, will be to reduce the imports of 
that commodity; but the inevitable result of that will be to 



Support 

home 

industries. 



Balance of 
trade. 



THE THEORY OF INTERNATIONAL TRADE 209 

cause a falling off somewhere else in the goods exported by 
some .other industry. In other words, the gain of one industry 
is the loss of another, and no one can foretell where this result 
will make itself seen; it may be in the most unexpected 
quarter. The result is that when a country once embarks on 
a career of protection, it generally finds it necessary to carry it 
much further than it intended. The protection of one industry 
does injury to another, which also demands protection, and so 
on in an apparently endless succession. 

But the most serious objection to protection is that it is 
deceptive in its effects. It is generally argued that protection 
costs the protected country nothing, because the duties must 
be paid by the foreigner when sending his goods into the 
country. This is a question of great difiSculty, and, indeed it Who pays? 
is hardly ever possible to prove conclusively by experience the 
real incidence of such a tax. But in any event the protectionists 
find themselves in a difficulty, because their primary object 
is to protect the home producer, and that can only be secured 
if the result of the protection is to keep out the foreign goods 
and allow the home producer to raise his price. Now, if the 
foreign competitor is kept out in this way, it shows that he 
declines to pay the duty. If, on the other hand, he continues 
to send his goods into the country in spite of the tariff, it 
means either (i) that he has paid the duty out of his own xhediiemraa 
pocket, in which case the price of the commodity in the pro- tion. ^'^ 
tected country will be as before, and the home industry will 
derive no benefit from the protection; or else (2) that the 
foreigner refuses to pay the duty, but adds it to the price 
instead, which means that the consumers pay the duty. Thus 
the protectionists find themselves in this dilemma : If the 
home producer is to benefit, it can only be by the consumers 
paying a higher price, which includes the duty, that is to say 
by their paying the duty. If the foreigner is to pay the duty, 
then the home producer derives no benefit from the protection. 
In other words, the home producer can only benefit at the 
expense of the home consumer. It may fairly be answered 
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that, although the home producers do not benefit directly where 
the foreigner pays the duty, the country benefits by the revenue 
received. But this only emphasizes the distinction between 
revenue and protective duties. It does not seem possible to 
serve both purposes by one tax. , 

In conclusion, it is to be noted that if protection is really 
thought necessary for some industry, it is better done in most 
cases by the method of bounties, that is to say by the govern- 
ment paying a direct bonus or bounty to the producer, to assist 
Bounties. him in establishing or maintaining his trade. Such a bounty 
is more effectual and certain in its results, and it can be more 
accurately adjusted to meet the requirements of the trade in 
question. Again, instead of having a harmful effect on imports, 
and thence on exports, it benefits both by encouraging exports 
and therefore imports as well. Lastly, bounties are perfectly 
open and straightforward ; they bear their true character on 
the face of them — a sacrifice deliberately incurred for a special 
object. But that is the very reason why they are not likely to 
be widely adopted, because when the consumers see that they 
are being asked to make a sacrifice for the benefit of someone 
else, they generally decline to do it. It is the idea that pro- 
tective duties can somehow be taken out of the pocket of the 
foreigner that makes many people so anxious to try them. When 
the public realize, as they very easily do in the case of bounties, 
that the benefit to someone else is to come out of their own 
pockets, they refuse to sanction it. 

GiDE, chap, vii, §§ 3 and 4, and chap. viii. 
Smart, The Return to Protection. 
Bastable, Theory of International Trade, 

,, The Commerce of Nations. 

FucHs, The Trade Policy of Gnat Britain. 



CHAPTER XVI 
FURTHER EFFECTS OF THE WAR 

Progress of the Rise of Prices. — Cost of Production of Gold. — The 
Rupee Exchange. — Inilation. — Currency and Credit. — Can we go back 
to Gold? — The Foreign Exchanges. — International Paper Currency 
and the League of Nations. — The future of the Quantity Theory. 

It is no exaggeration to say that practically all the problems 
which have come most to the front as the War proceeded, and 
which now await us in the period of reconstruction, are centred 
round the one question of the rise of prices. The facts of that 
rise are sufficiently alarming. The Board of Trade Index 
Number of Wholesale Prices for 1918 was 269-9 against 
113-6 for the first half of 1914. The previous record, which 
no one had expected ever to see touched again, was 262 in 
1809,' and that was at the very worst period of the Napoleonic 
Wars, when in addition to bad harvests there was admittedly 
a serious inflation of currency. Diagram A gives a graphic 
■ representation of the rise during the War. It shows the general 
level of wholesale prices, month by month ^ as compared with 
July, 1914, along with the prices of particular groups of 
commodities, showing how these have moved relatively to each 
other and to the total.' 

It is striking that the highest point was reached in August, 
1918, but it is very probable that this would have been 
exceeded in the subsequent winter had the armistice not 
intervened. Since November the fall has been slow but quite 
distinct, though it is interesting to note how unevenly it is 
distributed over the different groups. But April, 19 19, showed 
signs of a renewed rise, which was still more marked in May. 

' See Table V and Diagram C. 

' Founded upon the Economist Index Numbers ; see Table VI, which 
also gives the Board of Trade Retail Index Numbers. 

' See also Report of the Committee on the Cost of Living of the 
Working Classes, 1918 (Cd. Bp'oV 
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Apart from the social results, perhaps the most interesting 
effects of the rise of prices have been those on the position of 
the precious metals. The War has provided the most vivid 
illustration in history of the effect of a rise of prices upon the 
cost of production, and therefore upon the output, of gold. 
It now appears from the revised statistics which have become 
available for pre-war years that even before the War the world's 
production of gold had been distinctly checked. But as the 
War went on and prices rose, the effect upon the gold pro- 
duction became more serious. The output according to the 
Economist figures has fallen from an average of 90-6 millions 
of pounds in 1910-14 to 84-7 in 1917, and the production for 
1918 is estimated at only 72 millions.^ This reduction is said 
to be due mainly to the high cost of production both in labour 
and materials of all kinds and the shortage of labour and 
explosives resulting from the War. In July, 19 18, it was said 
that some of the mines had already closed down ; in practically 
all cases the output had been reduced, and it was stated that 
if conditions did not improve, other mines would have to be 
closed, while the output from low-grade ores would be still 
further reduced. 

The question naturally aroused a great deal of discussion, 
and in September, 1918, it was remitted to a special Committee, 
whose report definitely negatived the suggestion of a subsidy 
to assist the producers to maintain their production. It is 
now hoped that the end of the War will remove the main 
causes of the reduced output, but if there is to be any thought 
of returning to gold currency soon after the War the question 
of an increased supply of gold will again become of the first 
importance. 

Looking back over the history of prices in the period just 
before the War, it becomes of interest to ask whether the 
distinct downward tendency of prices shown by the- Index 
Numbers from about January, 1913, was not the inevitable 

' For other (and much higher) figures, see the Report of the Gold 
Production Committee, Table A. 
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result of the check on the increased output of gold, which has 
since become a definite reduction. Was this the beginning of 
another downward swing of prices, to prove again the substantial 
truth of the Quantity Theory of Money as it was before the War? 

Perhaps even more disconcerting than the reduced output 
of gold was the effect of the rise in the price of silver upon the 
Rupee exchange.. When the Indian Mints were closed in 
.1893 the rate oiAs. ^d., or about 421/. per oz., which was fixed 
as the goal of the regulated exchanges, was well above the 
market value, which fell heavily immediately afterwards. It 
would have been difficult to find in those days any one with 
sufficient imagination to prophesy that silver would ever again 
rise above that figure, and from 1894 to 1913 it averaged 
about 2']^d. But in September, 1917, the price touched S5(/., 
and, although that was not maintained the price remained 
sufficiently high to upset the whole conditions of the world's 
silver coinages. It is certain that the enormous demands of 
the _ world for . silver currency during the War, acting on 
a reduced supply, had much to do with the rise, but it is too 
soon yet to know exactly what were the effects as regards the 
enormous reserves of silver, such as those held in America 
against the silver dollar certificates, and the stores of French 
five-franc pieces. The opportunity was taken to unload large 
quantities .of these unwilling hoards, and they helped very 
largely to save the situation. In 1918 the United States 
Government was authorized to sell its dollars at a price of 
$r per fine ounce, and for a time the price of silver was 
practically stabilized round about that figure. When in May, 
1 9 19, this control was removed the price jumped at once to 58^/. 

The effect upon the Rupee exchanges was of course very 
serious, and the Government of India was forced to recognize 
the changed conditions by raising the rupee rate for Council 
Drafts to is. 6d. and then to \s. M. What will be the permanent 
effect upon the Indian Exchanges and the value of the rupee it 
is too early yet to predict. 

In view of the serious results of the rise of prices, it was 
^natural that discussion as to its causes should become keener 
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as the rise progressed. The extreme view of the Inflation 
school was that the rise was mainly if not entirely due to 
monetary causes, and some even went the length of specifying 
the increased issues of currency notes as the direct and 
primary cause of the whole trouble. The more general view, 
however, was that the inflation was in some mysterious way 
due to government methods of finance. As this view has 
been widely accepted, it is desirable to state it more fully in 
order that its due weight may be appreciated. 

Credit inflation in this sense means that, owing to the 
artificial creation of purchasing power in the hands of the 
government for war purposes, the effective demand for goods 
has been unduly increased, and so their prices have been 
forced up unnecessarily. The root of the matter lies in the 
fact that war creates an enormous demand by the state for 
goods and services of all kinds, and these must be obtained in 
some way. State services in times of peace are provided for 
by the state withdrawing from the resources of the individual, 
mainly in the form of taxation, a certain portion of his 
purchasing power and using it for the state's own purposes; 
but this does not involve any increase of purchasing power, 
because what the state gains the individual loses. But the 
abnormal scale of war expenditure always makes it difficult for 
the state to finance its war budgets in this way. The burden 
is so heavy that it is not possible to meet it all by immediate 
taxation (even if it were fair to throw the whole burden upon 
one generation), and it has always been recognized as inevitable 
that a considerable part of the cost of war must be met by 
borrowing rather than by taxation. Even then, however, it 
should be possible to arrange borrowing in such a way that the 
purchasing power which is transferred by a loan to the state 
would be taken out of the pockets of the lenders, whose own 
purchasing power would thus be correspondingly reduced. If 
this could be done there need be no inflation. 

Owing, however, to the unprecedented scale of the present 
War, it seemed obvious from the first that the proportion 
between taxation and loans was bound to be very different^ 
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from previous cases. Indeed, so enormous was the scale of 
expenditure that at first it appeared almost impossible to raise 
the amount at all by any ordinary methods of borrowing. At 
the same time the state of affairs in the banking world during 
the early months of the War provided the opportunity of 
adopting other measures. When the first strain of the crisis 
was over it became evident that the normal civilian business of 
the country had been seriously checked, with the result that 
the amount of their deposits which the banks were able to 
employ in their ordinary business of discounts, &c., was far 
below the usual proportion. When, therefore, early in 1915 
the first great government loan of £350,000,000 was floated, it 
seemed natural and quite unobjectionable that the banks 
should utilize part of their surplus assets in taking up the loan 
themselves pretty heavily. It has even been said that they 
were officially desired to do so. But this method of financing 
the War had effects which were not realized at the time. 

When the government takes money from the individual, 
either by taxation or as a loan, the amount is in effect 
transferred from his deposit with a bank to the credit of the 
government. They then draw cheques in favour of their 
suppliers, who in course of time pay these in to their credit 
with their own banks. Thus the circle is complete and the 
total amount of the banks' deposits is not increased. But if 
the government, by borrowing direct from the banks, can have 
money placed to their credit without its being deducted from 
some one else's deposit, and then proceed to pay out this 
credit as before, the money finds its way back to the banks as 
increased deposits, and the longer this process goes on, the 
higher the total deposits will become. This is what actually 
happened, and the Banking Statistics in Table IX show that 
the total deposits of the banks have increased abnormally 
during the War.' It must be remembered, of course, that had 
there been no war, they would have gone on increasing as they 
had always been doing ; but the increase during the War has 

* See percentage statistics and diagrams attached to State Credit and 
Banking during the War and after, by Robert Benson. 
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been too rapid. It would, however, be dangerous to assume 
that this abnormal increase of credit is necessarily all inflation. 
The fact must always be kept in view that the War has meant 
increased production of goods, including war goods, and that 
the increased production requires more money to pay for it. 
This has already been mentioned in connexion with the 
currency requirements of the War, and it applies equally to 
credit facilities. But making full allowance for this it still 
remains clear that there has been an increase of the deposits 
which can hardly be accounted for except by inflation. It is 
interesting to note how the increase shows itself in the various 
items of the banks' accounts as given in Table IX. The 
position may be summarized here as follows : 

Banking Statistics, 1908-13-18. 
In millions of £'s. 





1908. 


•9>3- 


7oOU 

1908. 


igi8 


- 


Estimated 
Totals.' 


Actual 
Totals. 


Actual 
on 1 913. 


Bstimat 
Abnortr 
Increas 


Capital and Reserves . 


131 


132 


— 


'33 


143 


II 


I 


Deposits 

% on Capital . . 


926 

JIO 


1,104 
870 


130 


1.325 
1,000 


3,161 

I,S30 


1.057 


83 


Cash and Call Money 
% en Deposits . , 

Investments .... 
% on Deposits . . 

Discounts .... 
% on Deposits . . 


269 

2S-0 

699 
6rj 


328 
39.7 
333 

30-3 
736 

66-j 


123 
13} 


400 

}0-0 

343 
i8-3 

905 
68-2 


691 
33't 

609 
38-1 

1,117 

Sr6 


363 

34-4 
386 

36-5 
381 

36-3 


29 
34- 

36 
43- 

31 


Total .... 

% on Deposits . . 
Excess over Deposits . 


1,099 
iiS-8 

17.? 


1,387 
■83 


: 


1.547 
ii6-s 

232 


2i4i7 
III-8 

356 


1,130 

lOJ-I 

73 


87 
103- 

3 


Clearing House Turn- 
over 


12,120 


16,436 


i}6 


".363 


21,197 


4,761 


-1,15 


Bank Note Issues . . 


44 


47 


107 


6° 


136 


79' 


7 



' Arrived at by assuming that the rate of increase from 1913 to 1918 
would have been the same as in 1908-13. In the case of Investments 
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These figures, therefore, seem to show that while there has 
undoubtedly been some inflation of credit, it has not been so 
great as many have thought, and it certainly has not been the 
sole cause of the rise of prices. The question is too deep and 
too wide in its ramifications to be fully dealt with here, but 
it is interesting to note that the particular method of govern- 
ment finance a.bove described was dropped quite early in the 
War, and that from 191 7 onwards the bulk of the financing 
of the War was done by day to day borrowings direct 
from the public in the form of War Bonds, War Savings 
Certificates, &c. It may be said that the success of the Tank 
Campaigns in the autumn of 191 7 marked the turning-point of 
the government's methods of financing the War.' Yet the 
'inflation' continued right up to August, 19 18, at least, and 
would probably have gone on increasing up to the end of the 
War had it continued throughout the winter of 1918-19. 

After all, however, the main importance of the controversy 
as to the cause of the rise of prices lies in the light which it 
should throw on the future. What about Deflation ? We 
have had to face the rise of prices, and to a certain extent we 
have got accustomed to it. At the present stage a sudden fall 
to anything like pre-war levels would be almost as disastrous 
as the rise, biecause it would strike at the root of all confidence. 
Of the danger of that we have already had sufficient evidence 
in the extraordinary period of stagnation in many of our 
industries which followed upon the armistice. Every one was 
either fearing or hoping for a fall in prices, with the result 
that nobody would place orders, and the resulting depression 
of trade was just about the worst thing that could have 

this cannot be applied, and' the figure taken is based on the assumption 
that the percentage of Investments on Deposits would have gone on 
decreasing at the same rate as it has been doing since 1895. The fall 
from 1908 to 1913 was particularly rapid. 

' But government borrowing from the Banks by Treasury Bills and 
from the Bank of England on Ways and Means Advances continued 
throughout the War, and is still going on to a very large total. 
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happened. Its consequences in many directions may still 
prove very serious. 

The practical question for the immediate future is, 'What 
are we going to do about gold and currency notes ? ' There 
are still many people whom even five years' experience has not 
habituated to the use of paper money, and most Englishmen 
will confess that they would like to see gold back again. 
Added to these are the extreme anti-inflationists who regard the 
whole rise of prices as due to the currency notes and would 
abolish them by a stroke of the. pen the day peace is signed. 
But financial affairs cannot be rushed like that. After the 
Napoleonic Wars it took seven years to get rid of the 
suspension of gold payments, and it will probably take us at 
least as long now. 

The first difficulty is that we have not anything like enough 
gold to replace the currency notes in circulation, and to 
attempt to do away with them before we have something else 
to put in their place, or are able to do with less currency, would 
be madness. What is wanted during the next year or two is 
first of all to get rid of the scarcity of goods of all kinds which 
was the beginning of the trouble, and secondly, while making 
sure that nothing is done which could have the effect of 
further inflation, to be very chary of any precipitate action 
which would result in deflation. Prices must of course come 
down, and the sooner the better. They are bound to do so as 
the world's supplies of staple commodities increase again to 
the normal. But our prime need to-day is increased pro- 
duction, and it might be better even to pay -the penalty of 
high prices for a little longer, than to risk the dangers of 
reduced production through fear of a slump on the part of the 
producers. 

The question of going back to gold currency raises another 
very difficult problem. Are we going back to gold in our 
foreign trade relations? Is England once more to take up 
her former proud position of the world's only free gold market, 
and throw her gold reserve open to the whole world? The 
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difficulty in doing so is due to her changed position as regards 
international indebtedness. There has been much exaggera- 
tion about this, and some people have talked of England now 
being a debtor instead of a creditor country. That is simply 
nonsense. England's total claims for capital lent to foreign 
countries, which before the War must have been well over 
3,000 million pounds, have probably not been reduced by 
more than about 1,000 millions. But her debtors have been 
changed, and she now has, what she never had before, a few 
creditors. Further, many of her debtors are for the time 
being of doubtful solvency, so that for some time at least 
England's balance of trade will not be so favourable as regards 
this invisible export as it formerly was. It might, therefore, be 
very awkward for the London Money Market if any of these 
creditors took it into their heads to press for payment of any 
substantial amount in gold. But the War has taught us 
something on that point. In the first place, we have realized 
that gold never was anything but a means of paying off a small 
temporary balance of indebtedness between countries, and 
indeed one is tempted to think that we exaggerated the 
importance of gold when we spoke of it as the invisible 
regulator of foreign trade. Was it after all anything more 
than the weathercock that indicated the direction of trade, and 
so warned us to take the necessary steps to meet the changing 
conditions ? For it must be remembered that the law of the 
balance of trade was that exports must pay for imports and vice 
versa. The staple of international trade is the goods and services 
passing between the countries. If one country finds the 
balance temporarily against it, there are various ways in which 
that can be redressed. It may send more goods, but that is 
a slow process. It may sell securities ; that is to say, it may 
hand back the documents representing money which it had 
lent in former years to those who are now becoming its 
creditors. Or it may frankly borrow the money from these 
creditors (or from some one else), with which to clear off 
its new indebtedness. But the one thing it cannot do 
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is to pay the debt in gold, because in the first place no 
country has sufficient gold to do thatj except occasionally and 
to a very small extent. In the second place, and it has taken 
the experience of the War to make us realize this, no country 
wants to be paid in gold. Most of the non-belligerent 
countries, including America before she came in, have found 
during the War how embarrassing large imports of gold may 
be, and how useless and barren is the possession of a large 
stock of gold beyond the actual requirements of the country 
for currency purposes or for reserve. It is not likely that 
after the War they will be anxious to add still further to these 
very expensive stores of useless ' wealth '. 

The First Interim Report of the Committee on Currency 
and Foreign Exchanges after the War (Cd. 9182) emphasized 
the necessity of the earliest possible return to an effective gold 
standard, but prudence compelled the formal prohibition of 
the export of gold in April, 1919. For the time being, therefore, 
the situation is saved for us by the fact that not even we, and 
certainly no other of the belligerent countries, could go back to 
gold currency at once if we wanted to. When our great 
exporting industries get fairly on their feet again, we shall be 
better able to judge whether we could risk a free gold market. 
The essential fact to be remembered, however, is that what 
the world wants from us is not gold but goods. If our pre-war 
output of goods and services is restored, or if possible increased, 
our credit will be good enough to enable us to finance all the 
imports that we cannot pay for immediately. The 'unpegging' 
of the American and Continental Exchanges in April, 1919, was 
an anxious process, but the difficulty passed very quietly, and it 
may be hoped that when the time comes to withdraw the pro- 
hibition of the export of gold the difficulties will prove to have 
been exaggerated. 

But while the conclusion of the foregoing argument is that 
no drastic or immediate step towards the withdrawal of the 
Treasury Notes is necessary or even possible just now, care 
must be taken to ensure that the habit of inflation does not 
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lay hold of us. It is rather disconcerting that after Christmas, 
1 918, the issue of currency notes again went steadily upwards 
for a time (see Table VII), With the suspension of hostilities, 
the demobilization of so many of the forces, and the reduction 
of employment in munition works, coupled with the fall 
of prices which has already taken place, it seems difficult to 
account for the maintenance of the high-water mark of the 
paper issue, and it may be necessary to impose some check 
upon the free issue to the banks, not so much with the idea 
of a forced reduction, but rather as a reminder that paper 
currency is not in itself a desirable thing and must be kept 
absolutely within the limits of necessity. The issue has all 
along been left very much in the hands of the banks, who have 
taken out currency ' as required ', and it may become necessary 
to test the requirements by imposing some check upon the 
issue, as for example the deposit of a small proportion of gold, 
say ten per cent, of the amount of currency notes drawn. If 
this were found to have good results the proportion might be 
gradually increased. 

In connexion with the question of the foreign exchanges two 
further points may be noted here. The first is the remarkable 
extension which has taken place during the War in the partici- 
pation of our large joint stock banks in foreign business. 
Several of them have now definitely established or acquired 
branches in foreign countries, or have created new institutions 
for the purpose in which they hold a controlling interest. 
Opinions may differ as to whether such a movement is 
altogether desirable, but there can be no question that it will 
play an important part in the future development of the 
international banking position. The second is the entirely 
novel principle which was introduced in 1918, of differentiating 
in the rates allowed by the banks on 'foreign' money in 
London as compared with deposits by ' home ' owners. The 
idea was to make it more tempting to foreign holders to leave 
their money in London, without penalizing the home money 
market by enforcing the same high rate universally, and it 
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seems to have been part of the ' cheaper money ' policy which 
came into favour late in 191 7 as a reaction against the theory 
of 'dear money' which had held the field since early in 1915. 
It was a most interesting experiment, but it was always doubtful 
whether it could be maintained in peace times, and it has 
now been greatly reduced. Th'e prohibition of the export of 
gold and the fact that the Treasury while giving up its control 
of ' home ' capital issues must still be consulted as to foreign 
issues, may have something of the same effect. 

There is, however, another possible development of interna- 
tional monetary relations, which the War has raised from the 
position of an unattainable ideal to something more like a 
question of practical politics, namely, the idea of an international 
paper currency. 

Two things have contributed to this change. In the first 
place, the War has forced most countries to adopt paper 
currency, which will have to remain in force for a considerable 
time. In the second place, the possibilities of international 
agreement have been extended beyond the wildest dreams of 
pre-war days. If a League of Nations is possible, is anything 
in the way of international agreement impossible? Why should 
the League of Nations not establish and control an international 
paper currency ? It is quite likely that something of the sort 
will be forced upon it, for with the burden of excessive paper 
issues which many of the belligerents have now to carry it is 
hard to see how they can face the resumption of foreign trade, 
which would immediately reveal the full measure of the 
depreciation of their currency. It is doubtful whether even 
Germany can face the removal of the blockade with her present 
paper currency unless she receives international assistance ; and 
there can be no doubt at all about Austria and Russia. The 
paper currencies of these dismembered empires cannot be left 
to right themselves, for the loss would not fall only upon the 
holders. The reaction on the credit of the new countries 
which are rising out of the ruins of the old, would not only be 
fatal to their economic recovery, but it would dislocate foreign 
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trade in every country that had any dealings with them before 
the War, or wished to do so now. England has shown her 
appreciation of this difficulty by setting up on her own initiative 
a new controlled currency in the occupied districts of northern 
Russia ; but no single country could possibly do so for all the 
countries which will now find themselves practically bankrupt 
through their inability to meet their paper currencies. Who 
then but the League of Nations can undertake the task, which 
must be international, of controlling (and supporting) these 
defaulters ? And if the League of Nations is to control the 
finances of half of Europe for say half a century, might it not 
acquire sufficient experience to undertake the work permanently? 
After all, there is precedent for it. The Latin Union did 
effectively control the currencies of a large part of Europe for 
seventy years. 

The possibilities of such a scheme are dazzling. It would 
altogether abolish the movement of gold between countries for 
the purpose of clearing off a trade balance. Following the 
lines of the Indian Gold Standard Reserve system, which 
maintains a stock of gold in London and India and passes the 
ownership of it back and forward as required, by Council 
Drafts, it could hold the world's reserves of gold wherever it 
was found most convenient to do so, which would probably be 
to a large extent in the countries where it is mined, and simply 
pass documents of title upon it when required. But, with such 
a system, to what extent would gold be required at all ? The 
use of gold as actual currency is surely now recognized as a 
wasteful form of employment of a commodity which possesses 
intrinsic value. Until the world is completely educated up to 
the idea of a means of exchange possessing no intrinsic value 
at all, it would -probably be necessary to retain reserves of gold 
in order to maintain public confidence in the paper issues. 
But such a reserve need not be very large, for it must be 
recognized that the real function of a gold reserve behind 
paper currency is simply to provide the most absolute surety 
against excessive issue. With a paper currency convertible into 
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gold, over-issue is impossible, because the moment depreciation 
shows itself, the excess would automatically be wiped out by 
conversion. » 

The effect of such a system upon the foreign exchanges is 
obvious. It would practically abolish them. International 
payments would be made by government drafts, practically a 
system of foreign postal orders on a large scale.* The 
advantages of such a system, with fixed rates of exchange and 
the consequent simplification and cheapening of foreign trade, 
would be so great that it seems worth while considering the 
scheme as a practical proposal, rather than as a mere dream. 
If even the great Anglo-Saxon peoples of the world, the British 
Empire and America, could introduce it throughout their own 
wide dominions, it would, if successful, almost compel all other 
nations to follow suit. 

Behind all this of course lies the one fundamental question 
of currency, the restriction of issue. In the past the world's 
currencies have been automatically restricted by the fact that 
they were in some way related to bullion, and were therefore 
limited by the amount of the precious metals available in the 
world, which in turn was limited by the physical difficulty of 
'getting' them and the consequent high cost of production. That 
has served the world on the whole very well for over 2,000 
years as the basis of its currency systems. But why should 
our currency be dependent upon intrinsic value at all ? Why 
should we waste labour on the production of an expensive 
commodity which is never to serve any useful purpose in the 
world, but to pass from hand to hand as a means of exchange, 
a universal third commodity, which is never an end in itself. 
There is only one answer — that unless the world's currency is 
hard to get, there will be too much of it. If the philosopher's 
stone were discovered, gold would cease to serve the purposes 
of a means of exchange, it would be so cheap. But that only 

'See How to pay for the War, by Sidney Webb. The question of how 
an adverse balance of trade would be met under such a system might be 
answered by Sir George Paish's suggestion of International Bonds. 
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goes back to the original question. Is it not possible to have 
adequate security against over-issue in an international control? 
Have not all the nations of Europe been taught by the War 
that paper currency can be quite satisfactory if it is kept within 
its proper limits, the actual currency requirements of the 
country ? Are we to admit that, even with a League of Nations 
in prospect, there is 'not enough common honesty in the united 
governments of the world to run a currency system honestly ? 
Or are we to believe that there is not enough wisdom in them 
to know when they are over-issuing, especially if the issue were 
so backed by a reserve of bullion that it would be convertible 
anywhere into gold or silver if desired ? 

Finally this brings us back to the question suggested on 
p. 172; and it must be remembered that the same question 
applies to our present system, so long as we do not allow free 
exports of gold. What would be the place of the Quantity 
Theory of Money under such a system ? Would it be of any 
practical use ? For we must face the fact that the main use of 
the Theory in the past has been that it did enable us to 
forecast what was likely to happen. Making every allowance 
for the difficulties of quantitative application, it was still true 
that one could forecast from any general movement of the 
world's gold supplies the consequent tendency of prices. It 
was only a tendency, but even that was of great, importance. 
Under the new dispensation all that would disappear. Gold 
would only be mined as required for industrial purposes, and 
to maintain the currency reserves of the world. The general 
level of prices would never be allowed to move at all. Index 
Numbers would become only an indicator warning the inter- 
national currency control to prevent serious fluctuations in the 
general level of prices by anticipating them or checking them 
the moment they appeared. That would indeed be the ideal 
currency, and in these days an idea can no longer be dismissed 
merely because it is an ideal. 

TODD Q 
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TABLE I.— THE WORLD'S PRODUCTION OF GOLD 
AND SILVER SINCE THE DISCOVERY OF 
AMERICA, AND THE PROBABLE STOCK OF 
GOLD. 

(In millions of £'s) 





GoU. 


Silver.- 


Gold and 


Gold 


Average of 










Silver. 


per cent. 










the Years. 


Annual. 


Total. 


Annual. 


Total. 


Total' 


of Total. 








Soetbeer. 








1493-1520 


0-8 


22-7' 


0-6 


17-1 


39-8 


57 


1521-1544 


1 


24-0 


i-i 


27-0 


51-0 


47 


1545-1560 


1-2 


18-9 


3-S 


61-6 


80-5 


Z,', 


1561-1580 


l-O 


191 


3-6 


72-8 


91-9 


21 


1581-1600 


l-o 


20-6 


4-9 


98-8 


119-4 


17 


1601-1620 


1-2 


23-8 


4-8 


96-4 


120-2 


20 


1621-1640 


1-2 


23-2 


3-9 


78-3 


101-5 


23 


1641-1660 


1-2 


24-S 


3-S 


70-3 


94-8 


26 


I 661-1680 


i'3 


258 


3-1 


62-8 


88-6 


29 


1681-1700 


1-5 


30-0 


3-3 


63-6 


93-6 


32 


1701-1720 


1-8 


35-8 


3-3 


65'0. 


100-8 


36 


1721-1740 


2-7 


53-2 


4-0 


79-8 


133-0 


40 


I 741-1760 


3-4 


68-7 


5-0 


100-7 


169-4 


41 


I 761-1780 


2-9 


57-8 


6-2 


124-0 


181-8 


32 


1781-1800 


2-S 


49-6 


8-1 


162-7 


212-3 


23 


1801-1810 


2-S 


24-8 


8-0 


80-0 


104-8 


24 


1811-1830 


1-6 


1 6-0 


4-9 


48-6 


64-6 


25 


1821-1830 


2-0 


19-8 


4-1 


41-3 


61-1 


32 


1831-1840 


2-8 


28-3 


5-3 


52-8 


8i-i 


35 


1841-1850 


7-6 


76-4 


6-9 


68-7 


145-1 


53 


1851-1855 


27-8 


139- 1 


8-0 


40-1 


179-2 


75 


1856-1860 


28-1 


140-7 


8-2 


41-2 


181-9 


75 


1861-1865 


25-8 


129-1 


lo-o 


49-8 


178-9 


72 


1866-1870 


27-2 


136-0 


12-0 


59-9 


195-9 


70 


1871-1875 


firard . 


121-3 


17-2 


86-2 


207-5 


58 


For 


1,329-2 




1.749-5 


3.078-7 


43 



' It is quite impossible to estimate the stock in existence before 1493. 
' In calculating the Aggregate Stock at any period (as in Diagram C) one- 
third is deducted for loss and industrial consumption. 
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TABLE I {continued') 





Gold. 






GoW. 










Silver. 
Annual. 








Silver. 
Annual, 


Year. 


Annual. 


Total. 


Year. 


Annual. 


. Total. 




Forward. 


1. 329-2 






Forward. 


1,836-4 


Million oz. 


1876 


23.1 1 




18-2 2 


1896 


41-9' 




157 


7 


2S-0 




19-3 


7 


48-9 




164 


8 


26-0 




19-8 


8 


S9-3 




173 


9 


23-4 




19-1 


9 


63-2 




167 


1880 


22-8 




19-1 


1900 


S2-8 


266-1 


173 


I 


22-4 


120*3 


19-8 


I 


54-3 


173 


2 


21-4 




21-2 


2 


59-3 




163 


3 


20-7 




21-7 


3 


65-9^ 




168 


4 


21-7 




22-2 


4 


69-8 




164 


5 


21-7 


107-9 


21-93 


5 


7S-7 


325-0 


170 














6 


22-4 




20-3 


6 


81-1 




166 


7 


22-0 




22-0 


7 


82-3 




I8S 


8 


23-0 




23-9 


8 


88-7 




203 


9 


24-6 




26-8 


9 


92-0 




211 


1890 


24-7 


116-7 


26-6 

Million oz. 
138 = 


1910 


90-9 


435-0 


223 


I 


25-4 


I 


91-9 


225 


2 


27-S 




153 


2 


93-2 




224 


3 


31-2 




1 66 


3 


92-0 




224 


4 


37-7 




168 


4 


87-8 




211 


5 


40-5 


162-3 


169 


5 


93-7 


458-6 
90-8 
84-7 


196 








6 




160 




Forward. 


1,836-4 




7 




160 










8 


estimate) 


72-0 


z6o 



Deduct one-third for loss and industrial con- 
sumption ....... 

Leaves probable world's stock at end of 1918 



3568-6 
1189-5 



;£2379-i millions 



' Layton, Introduction to the Study of Prices, Appendix B. 
2 Soetbeer, Materials for the Illustration and Criticism of the Currency 
Question (Gold and Silver Commission, 1888. Appendix). 
' Shaw, History of Currency, p. 155. 
< Economist. " Financial Review. 
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TABLE II.— WORLD'S COINAGE OF GOLD AND 
SILVER, 1876-1918 

From the Diciionary of Political Economy Supplement 
and the Mint Reports 

(In millions of £'s) 



Year. 


Gold. 


Silver. 


Year. 


Gold. 


Silver. 


1876 


42-6 


25-3 


1897 


87-S 


33-6 


7 


40-3 


22-9 


8 


79-1 


29-9 


8 


37-7 


32-2 


9 


932 


33-2 


9 


i8-2 


21-0 


1900 


71-0 


37-1 


1880 


29-9 


16-9 


I 


49-6 


27-8 


I 


29-4 


21-6 


2 


44-1 


38-7 


2 


19-9 


22-2 


3 


48-1 


42-4 


3 


2I-0 


21-9 


4 


9I-I 


35-3 


4 


19-9 


19-2 


5 


49-2 


34-S 


5 


19-2 


25-4 


6 


68-7 


27-6 


6 


18-9 


25-0 


7 


76-1 


42-9 


7 


25-0 


32-7 


8 


8o-8 


36-5 


8 


27-0 


27-0 


9 


67-S 


24-0 


9 


33-8 


27-9 


1910 


84'8 


l8-2 


1890 


29-8 


30-5 


r 


76-7 


i6-6 


I 


23-9 


27-7 


2 


74-0 


29-1 


2 


34-S 


3I-I 


3 


6S-S 


32-6 


3 


46-5 


27-6 


4 


44-8 


34-4 


4 


4S-6 


22-6 


S 


41-4 


36-5 


5 


46-2 


25-4 


u 


l8-4 


55-7 


6 


39-2 


319 


7 
8 
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TABLE III.— IMPERIAL GOLD, SILVER, AND 
BRONZE MONEYS ISSUED FROM THE ROYAL 
MINT, LONDON, AND LIGHT OR WORN COIN 
WITHDRAWN FROM CIRCULATION, 1900-1918 

Statistical Abstract U.K., 1913 (Cd. 7636), and Mint Reports 
(In £'s — ooo's omitted) 





Gold. 


Silver. 


Bronze. 


Year. 


Issued. 


With- 
drawn. 


Issued. 


With- 
drawn. 


Issued. 


With- 
drawn. 


1900 


13.594 


1,800 


2,013 


347 


168 





I 


2.599 


1,800 


914 


243 


120 


— 


2 


6,644 


2,100 


937 


410 


148 


— 


3 


10,144 


1,800 


558 


277 


114 


— 


4 


11,042 


2,100 


606 


639 


78 


— 


5 


6,500 


2,700 


51° 


452 


100 


— 


6 


12,165 


2,700 


1,705 


666 


185 


— 


7 


20,951 


2,700 


2,020 


721 


228 


— 


8 


14,600 


3.300 


816 


277 


156 


5 


9 


13,800 


3.000 


1,390 


735 


122 


21 


1910 


25.300 


2,700 


2,521 


565 


151 


22 


I 


33.133 


2,350 


2,381 


581 


140 


20 


2 


33.35° 


3,150 


2,456 


544 


323 


16 


3 


27,639 


2,900 


1,934 


608 


315 


14 


4 


15,126 


1.475 


6,250 


607 


261 


10 


5 


21,301 


1.200 


7,599 


200 


248 


5 


6 


1.554 


1,200 


8,192 


168 


453 


3 


7 


I,oi4 


300 


4,137 


213 


548 


2 


8 


— 


— 


8,885 


201 


419 1 


I 



TABLE IV.— AVERAGE PRICE OF SILVER, AND 
SEIGNIORAGE ON THE SILVER COINAGE OF 
THE UNITED KINGDOM, 1870-1918 

(Annual Reports on the Mint) 





Average pice of 


Sate of 


Profit on 


Year. 


Silver in London. 


Seigniorage 


Silver Coinage 




Pence per oz. 


per cent. 


(£'s-ooo's). 


1870 


6oi 


9-09 


9 


I 


601% 


9-20 


55 


2 


eoj 


9-43 


77 


3 


S9i 


12-22 


143 


4 


58A 


12-34 


54 


5 


S6il 


1604 


62 


6 


S3, 


none bought 


none bought 


7 


S4|- 


17-72 


54 


8 


S2A 


31-83 


32 


9 


siA 


24-82 


26 


1880 


52- 


26-62 


56 


I 


5'^, 


27-38 


167 


2 


Sixl 


28-15 


17 


3 


SoA 


30-oS 


225 


4 


so!i 


30-69 


92 


5 


481 


35-91 


125 


6 


4Si 


41-74 


66 


7 


441 


47-90 


230 


8 


42J 


53-71 


178 


9 


42U 


54- 1 6 


Soa'^ 


1890 


47J 


35-56 


323 


1 


45rV 


45-65 


239 


2 


39I-T 


65-78 


289 


3 


35i 


81-75 


274 


4 


29 


125-64 


344 


S 


29f 


117-28 


405 


6 


30* 


117-73 


566 


7 


27,'ir 


136-77 


402 


8 


26}^ 


142-20 


563 


9 


27A 


140-00 


782 


1900 


28J 


133-63 


977 


I 


27A 


136-24 


538 


2 


24i 


171-46 


368 


3 


24J 


178-95 


90 


4 


26f 


149-06 


80 


S 


27H 


140-55 


37 


6 


3°! 


112-47 


513 


7 


soA 


115-90 


800 


8 


24l 


169-83 


. 595 


9 


23IJ 


. 178-83 


176 


1910 


24II 


165-49 


1-583 


I 


24A 


165-76 


523 


2 


28,V 


136-22 


I; 143 


3 


27A 


135-29 


763 


4 


2SA 


171-27 


3>5°2 


S 
6 


23^ 


172-08 


4,694 


3IA 


115-62 


4,446 


7 
8 


40J 

47i% 


65-33 


1,691 
2,441 


Lowest price on record, 2\{\i., on Nov. 2- 


1 1902. 


OnMa 


y 10, 1 91 9, the p 


rice was 58^. 
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TABLE v.— INDEX NUMBERS, 1 782-1918 

The following continuous Index Number from 1782 to 191 6 is founded 
upon three sources: (i) Jevons's Index Number from 1782 to i860; 
(2) Sauerbeck's from i860 to 1870 ; and (3) the Board of Trade Index 
Number from 1871 to date. The first two have been recalculated to fit 
into the third, which is based on the year 1900 as 100. 

See Layton's Appendix A and references there given. 



Year. 


No. 


Year. 


iVo. 


Year. 


No. 


Year. 


No. 


1782 


168 


1816 


152 


1850 


107 


1884 


114- 1 


3 


168 


7 


195 


I 


no 


5 


107-0 


4 


156 


8 


220 


2 


108 


6 


lOI-O 


5 


151 


9 


187 


3 


123 


7 


98-8 


6 


143 


1820 


172 


4 


138 


8 


101-8 


7 


146 


I 


IS7 


5 


133 


9 


103-4 


8 


146 


2 


147 


6 


137 


1890 


103-3 


9 


143 


3 


148 


7 


142 


I 


106-9 


1790 


146 


4 


147 


8 


127 


2 


lOI-I 


I 


149 


5 


172 


9 


128 


3 


99-4 


2 


IS& 


6 


ISO 


i860 


132 


4 


93-s 


3 


166 


7 


150 


I 


131 


5 


90-7 


4 


?6S 


8 


13s 


2 


135 


6 


88-2 


S 


Zl)(l 


9 


132 


3 


137 


7 


90-1 


6 


220 


1830 


13s 


4 


140 


8 


93-2 


7 


185 


I 


137 


S 


135 


9 


922 


8 


198 


2 


130 


6 


136 


1900 


100-0 


9 


218 


3 


"S 


7 


133 


I 


96-7 


1800 


235 


4 


J30 


8 


132 


2 


96-4 


I 


233 


S 


133 


9 


131 


3 


96-9 


2 


183 


6 


143 


1870 


128 


4 


98-2 


3 


208 


7 


140 


I 


135-6 


5 


97-6 


4 


198 


8 


140 


2 


145-2 


6 


100-8 


S 


220 


9 


153 


3 


151-9 


7 


io6-o 


6 


217 


1840 


I4S 


4 


146-9 


8 


1030 


7 


215 


I 


142 


5 


140-4 


9 


104-1 


8 


242 


2 


125 


6 


137-1 


1910 


108-8 


9 


262 


3 


118 


7 


140-4 


I 


109-4 


1810 


237 


4 


"S 


8 


131-1 


2 


I14-9 


I 


227 


5 


123 


9 


125-0 


3 


I16-S 


2 


202 


6 


123 


1880 


129-0 


4 


I17-2' 


3 


192 


7 


130 


I 


126-6 


5 


143-9 


4 


iT 


8 


"3 


2 


127-7 


6 


186-S 


5 


9 


107 


3 


125-9 


7 


2430 














8 


269-9 



' 1914, Jan. -July, 113--6; Aug. -Dec, 122-6. 
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TABLE VIII.— STATISTICS OF THE BANKERS' 
CLEARING HOUSE, LONDON, 1 868-1918 
(From the Secretary's Annual Statement) 
(In millions of £'s,) 



Year. 


Total. 


Per cent, 
on 1868. 


Daily 
Average. 


1868 


3.42s 


: 


ii-o 


1878 


4,992 


146 


16-3 


1888 


6,942 


203 


22-6 


1898 


8,097 


237 


26-3 


1899 


9.150 


268 


299 


1900 


8,960 


262 


29.2 


I 


9.561 


279 


31-2 


2 


10,029 


293 


331 


3 


10,120 


295 


33-0 


4 


10,564 


308 


34-2 


S 


12,288 


358 


40-2 


6 


12,711 


371 


41-4 


7 


12,73° 


371 


41-5 


8 


12,120 


354 


39-4 


9 


13,525 


394 


44-1 


1910 


14,659 


427 


47-9 


I 


14,614 


426 


48-1 


2 


15,962 


466 


Si-8 


3 


16,436 


479 


53-5 


4 


14,665 


428 


48-2 


5 


13,408 


391 


43-7 


6 


15,275 


445 


50-1 


7 


19,121 


558 


62-9 


8 


21,198 


618 


69-7 



Abstract of Records to Date 

Record day, Wednesday, October 30, 1912 
Record week, weekended March 7, 1917 . 

Record month, October, 1918 

Record year, 1918 ....... 



£ 

131,042,000 

540,796,000 

2,012,566^000 

21,197,512,000 
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TABLE XL— ANALYSIS OF THE BANK OF 
ENGLAND'S WEEKLY RETURN, 1914-1919 



Date. 



1914 

Jan. 7 . 

Feb. 4 . 
March 4 

April I . 

May 6 . 

Junes • 

July I . 

Aug. 8 . 

Sept. 2 . 

Oct. 7 . 

Nov. 4 . 

Dec. 2 . 

191S 
Jan. 6 . 
Feb. 3 . 
March 3 
April 7 . 
Mays . 
June 2 . 

July 7 ■ 
Aug. 4 , 
Sept. I . 
Oct. 6 . 
Nov. 3 , 
Dee. I . 

1916 
Jan. 5 
Feb. 2 , 
March i 
Aprils 
Mays 
June 7 

Julys 

Aug. 2 
Sept. 6 
Oct. 4 
Nov. I 
Dec. 6 



Coin 

and 

Bullion. 



37-1 
43-4 
41-8 
39-0 

35-9 
36-0 
40-1 
27-5 
47-8 
56-8 

69-5 
71-4 

68-8 
67-6 
6o'0 
53-8 
56-3 
S8-6 

53-3 
62-2 
68-4 
6i-2 
56-7 

51-2 

51-1 
52-7 
S6-i 
S6-S 
S7-5 
616 
60-3 
S4-9 
S5-3 
S4-6 
S6-4 
SS-9 



Note 
circu- 
lation. 



Deposits. 



2yo 
28-4 
28-s 
29-5 
28-8 
29-0 
29-8 
36-1 
35-3 
34-8 
35-5 
35-9 

359 
34-8 
34-5 
34-9 
34-9 
33 S 
3S-I 
33-S 
323 
329 
33-4 
34-3 

35-2 
34-2 
33-3 
33-9 
34-3 
35-S 
36-4 
36-7 
363 
37-1 
37-2 
37-9 



53-7 
62-5 

63-3 
67-5 
57-8 
59-9 
7i'6 
68-2 
162-5 

164-5 
156-7 
i8o-s 

157-2 
162-S 
170-7 
202-9 
219-3 
215-8 
207-8 

231-3 
225-9 
179-7 
141-3 
143-9 

164-0 
156-8 
152-6 
157-7 
I34-S' 
132-6 
162-6 
1365 
157-3 
169-6 
167-7 
167-7 



Securities 

in 
Banking 
Depart- 
ment. 



4S'2 

47-2 

40-8 

S7-8 

49-9 

522 

60-7 

76-4 

149-8 

141-9 

122-1 

144-4 

123-7 

129-4 

145-1 

183-4 

197-2 

189-9 

189 o 

202-1 

189-S- 

150-6 

II 7-4 

126-3 

147-6 
138-0 
129-6 

134-3 
1 10-6 
105-8 
1380 
117-8 
137-9 
151-4 
147-9 
148-9 



Reserve. 



26-5 

33-4 
31-7 
28-0 
25-6 

254 
28-7 

lO-O 

30-9 
40-4 
52-4 
53-9 

Sl-4 
51-3 
43-9 
37-3 
39-8 
43-6 
36-6 
47-2 
54-6 
46-8 

41-7 
35-4 



Per 
cent. 
of Lia- 
bilities. 



49f 

S3l 

Soi 

41 1 

44i 

42J 

404 

14} 

19 

24i 

33l 
29I 

32i 
31* 
25J 



21 
17* 

20f 

24I 
26 

29J 

24i 



.^4-4 


21 


36-9 


23i 


41-3 


27 


41-0 


26 


41-6 


31 


44-5 


.12* 


42-4 


26 


36-7 


26J 


37-5 


2^i 


36-0 


21* 


37-6 


22^ 


36-5 


21J 



Bank 
Rate. 



4i 

3 

3. 

3 

3 

3 

3 

6 

5 
5 
5 
5. 

S 
5 
S 
5 
S 
5 
5 
5 
5 
5 
5 
5 

5 
S 
5 
S 
S 
S 
S 
6 
6 
6 
6 
6 
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TABLE XI.— ANALYSIS OF THE BANK OF 
ENGLAND'S WEEKLY RETURN, 1914-1919 (continued) 











Securities 




Per 






Coin 


Note 




in 






Dale. 


and 


circu- 


Deposits. 


Banking 


Reserve. 


cent, 
of Lia- 
bilities. 


Bank 
Rate. 




Bullion'. 


lation. 




Depart- 
ment. 




1917 
















Jan. 3 . 


SS-o 


39-9 


169-5 


1 54-0 


33-5 


I9f 


6 


Feb. 7 . 


56-9 


39-5 


268-7 


251-0 


35-8 


I3l 


5i 


March 7 


S4-0 


38-2 


244-1 


228-0 


34-2 


14 


Si 


April 4 . 


54-7 


38-9 


1 79- 1 


162-6 


34-2 


19* 


5 


May 2 . 


55-1 


38-8 


176-X 


159-1 


34-7 


19I 


5 


June 6 . 


ss-i 


40'o 


168-8 


152-0 


34-6 


20J 


5 


July 4 • 


55-2 


40-2 


172-3 


156-6 


33-5 


i9i 


5 


Aug. I . 


S2-S 


40-5 


173-6' 


161-1 , 


30-4 


i7i 


5 


Sept. s . 


54-3 


40-7 


169-5 


155-5 


32-1 


18J 


S 


Oct. 3 . 


55-7 


41-8 


171-3 


157-1 


32-3 


18J 


5 


Nov. 7 . 


56-2 


42-4 


164-5 
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32-3 


i9f 


5 


Decs . 


57-5 


43-7 


172-1 
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32-3 


iSf 


5 


1918 
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46-6 
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3I-I 
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S 
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47-6 
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i7i 
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31-9 


17 


5 
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17: 


S 
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17 
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15 


5 
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17 


S 
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17: 


5 
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157-4 


28-4 


16 
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27-8 


17 ■ 
154 


S 
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76-0 
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171-1 


27-4 
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[an. I . 
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70-2 


241-2 


230-8 


28-2 


I if 
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70-0 


146-2 
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29-9 
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154-4 
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28-6 
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156-1 
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1 8* 
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May 7 . 
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128-9 


27-6 


19J 


5 
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86-9 


78-2 
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27-2 


iS} 


5 



S 2 
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Manufactured Articles : 

Iron and Steel . 

Other Metals . 

Cutlery, Hardware, &c. 

Electrical 

Machinery 

Ships (new) 

Wood and Timber, 
and Furniture 
Yarns and Fabrics : 
(i) Cotton . 

(2) Wool 

(3) Silk . . 

(4) Others . 
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Chemicals and Colours 
Leather . 

Earthenware and Glass 
Paper 
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TABLE XIX.— DIRECTION OF THE TRADE 

(From the Annual Statement of 









Imports. 






Ex- 


Country. 
















1912 


1913 


1914 


1915 


1916 


1917 


1912 


1913 


1914 


Foreign. 


















Russia 


40-5 


40-3 


28-1 


21-4 


18-3 


17-9 


21-7 


27-7 


21-8 


Norway 


6-q 


7-4 


7-7 


13-7 


16-7 


i8-4 


6-0 


6-7 


7-2 


Sweden 


13-2 


14-2 


14-1 


19-8 


20-6 


14-9 


8-1 


9-2 


9-0 


■Denmark . 


22'I 


23-8 


25-4 


22-6 


21-9 


17-7 


6-2 


6-3 


7-2 


Netherlands 


21-4 


23-6 


24-3 


23-4 


22-1 


19-9 


19-4 


20-5 


20-7 


Belgium 


2V6 


23-4 


16-1 


1-6 


1-3 


0-3 


19-6 


20-7 


13-3 


Germany . 


70-0 


80-4 


47-0 


— 






59-6 


60-5 


36-4 


France 


4S-6 


46-4 


37-« 


31-4 


26-6 


22-9 


37-5 


40-9 


35-1 


Switzerland 


IO-6 


ii-i 


lO-O 


15-3 


IS- 5 


11-3 


4-8 


5-1 


V6 


Spain 


14-6 


14-4 


14- 1 


18-9 


2V0 


22-2 


7-7 


8-6 


7-1 


Italy . 


8-2 


8-1 


8-7 


"•3 


n-2 


10-4 


1,5-0 


iS-6 


13-9 


Austria-Hungary . 


7-0 


7-7 


4-4 


— 


— 


— 


6-2 


5-8 


3-4 


Egypt • . 


25-8 


21-4 


17-1 


(21-8) 


— 


— 


9-6 


lO-O 


7-9 


Chma 


4-9 


4-7 


4-7 


7-0 


8-3 


8-5 


10-9 


15-0 


13-1 


Japan 


3-9 


4-4 


4-1 


9-4 


12- s 


15-3 


12-S 


14-8 


8-6 


U.S.A. 


134-6 


141-7 


138-6 


237-8 


291-8 


376-3 


64-6 


S9-5 


64-0 


Brazil 


9-4 


lo-o 


8-0 


8-3 


9-0 


lo-o 


13-2 


13-0 


6-6 


Chile . 


5-0 


5-4 


5-3 


9-6 


,12-4 


13-2 


6-5 


6-4 


4-0 


Argentine . 


40-8, 


42-5 


37-2 


63-9 


Si-6 


48-4 


21-3 


23-4 


15-1 


Others . 


49-5 


46-3 


56-1 


64-7 


81-0 


77-5 


57-0 


56-2 


44-3 


Total Foreign 


558-6 


577-2 


508-8 


580-1 » 


645-8 


705-1 


407-4 


425-9 


342-3 


British Empire. 


















Canada 


26-9 


30-5 


31-5 


41-0 


ss-s 


84-4 


27-3 


27-3 


20-s 


Australia . 


36-1 


3»-i 


36-9 


45-2 


16-2 


64-3 


38-3 


37-8 


37-1 


New Zealand 


20-3 


20-3 


23-0 


30-4 


M-6 


29-1 


11-2 


11-8 


10-4 


India . 


S2-I 


48-4 


43*3 


62-2 


72-4 


66-8 


59-8 


71-7 


63-8 


Straits Settlements 


I8-I 


19-3 


16-4 


20-0 


22-3 


23-0 


6-1 


7-4 


5-8 


and F.M.S. 




















South Africa ' . 


1 1-4 


12-5 


II-I 


ii-S 


12-0 


II-4 


24-2 


2V0 


21-2 


Others . 


ii-i 


22-4 


25-6 


39-5 


69-7 


80-0 


24-6 


27-9 


25-1 


Total British 


186-0 


191-5 


187-8 


271-8' 


302-7 


359-0 


191-5 


208-9 


183-9 


Grand total . 


744-6 


768-7 


696-6 


851-9 


948-5 


1,064-1 


599-0 


634-8 


526-3 



' Included under British Empire since 1915. 



Excluding Egypt. 
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OF THE UNITED KINGDOM, 1912-1917 
Trade for 1917) (In millions of £'s) 



ports. 




Excess of Imports 


— or Exports + . 




1915 1916 


I9I7 


1912 


1913 


1914 


191S 


1916 


1917 


24-9 


34-3 


52-7 


-i8-8 


— 12-6 


- 6-3 


+ 3-5 


+ 16 


+ 34-3 


9-4 


12-3 


9-3 


- 0-9 


- 0-7 


- o-S 


- 4-3 


- 4-4 


- 9-1 


IO-2 


8-9 


3-3 


- s-i 


- S-o 


- s-i 


- 9-6 


— 11-7 


-II-6 


II-9 


14-2 


7-7 


-15-9 


— 17-5 


-18-2 


-10-7 


- 7-7 


— lO-O 


30-5 


33-0 


24-8 


— 2-0 


— 3-1 


- 3-6 


+ 7-1- 


+ ii-o 


+ 4-9 


0-2 


0-3 


0-3 


— 4-0 


- 2-7 


— 2-8 


— 1-4 


— I-o 


— 





— 


— 


— 11-4 


-19-9 


— 10-6 


— 


— ■ 


— 


8i-2 


107-6 


128-0 


- 8-1 


- s-s 


- 2-7 


+ SI-2 


+ 8i-o 


+ los-i 


4' I 


S-b 


6-9 


- 5-8 


- 6-0 


- 6-4 


— II-2 


- 9-9 


- 4-4 


7-S 


10-2 


5-6 


- S-8 


- 6-0 


- 7-0 


— II-4 


-14-8 


-16-6 


17-6 


23-9 


31-8 


+ 6-8 
- 0-8 
-16-2 


+ 7-S 
- 1-9 
—J 1-4 


+ S-2 

— i-o 

— 9-2 


+ 6-3 


■H2-7 


+ 21-4 


(8-6) 





— 


(-13-2) 


— 


— 


8-6 


10-9 


10-7 


+ 6-0 


+ 10-3 


+ 8-4 


+ 1-6 


+ 2-6 


+ 2-2 


5'2 


7-9 


5-8 


+ 8-6 


+ 10-4 


+ 4-S 


- 4-2 


- 4-6 


- 9-S 


56-5 


64-5 


60-1 


— 70-0 


— 82-2 


-74-6 


-I8I-3 


-227-3 


-316-2 


5-6 


7-1 


7-4 


+ 3-8 


+ 3-° 


- 1-4 


- 2-7 


- 1-9 


— 2-6 


2-0 


4-4 


4-7 


+ i-s 


+ i-o 


+ 1-3 


-.7-6 


— 8-0 


- 8-5 


I2-I 


14-6 


13-3 


+ i-s 


-ig-i 


— 22-1 


-Si-8 


-37-0 


-35- 1 


35-6 


43-4 


44-2 


+ 7-5 


+ 10-9 


-II-8 


-29-1 


-37-6 


-33-3 


323-1 


403-1 


416-6 


-151-2 


-iSi-3 


-166-5 


-257-0 


— 242-7 


-288-s 


i6-o 


21-6 


17-8 


+ 0-4 


- 3-2 


— ii-o 


— 25-0 


— 36-9 


-66-6 


3i"9 


39-1 


24-0 


+ 2-2 


- 0-3 


+ 0-2 


-13-3 


+ 2-9 


—40-3 


lO-l 


12-9 


7-4 


— 9-1 


- 8-S 


-12-6 


-20-3 


-18-7 


-21-7 


46-9 


S4'4 


60-7 


+ 7-7 


+ 23-3 


+ 20-5 


-iS-3 


— 18-0 


- 6-1 


4-4 


6-3 


S-7 


— 12-0 


-11-9 


-11-6 


-iS-6 


— 16-0 


-17-3 


20-6 


24-8 


20-0 


-f 12-8 


+ 12-5 


+ lo-i 


+ 9-1 


+ 12-5 


+ 8-6 


22-3 


41-6 


44-5 


+ 13-5 


+ S-S 


- O-S 


-17-2 


-27-8 


-35-5 


i6o-8 ' 


200- 7 


i8o-i 


+ 5-S 


+ 17-4 


- 3-9 


— III-O 


— 102-0 


-178-9 


483-9 


603-8 


596-7 


-145-6 


— 133-9 


— 170-4 


— 368-0 


-344-7 


-467-4 



' Not including gold. 



Including Egypt (see above). 
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DIAGRAMS 

A. Monthly Index Numbers of Wholesale Prices, 19 14-19. 

B. Monthly Trade Returns, 1913-19, 

C. Index Numbers of Wholesale Prices, 1782-1918, 

Gold and Silver Production, and Credit. 
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THE MECHANISM OF EXCHANGE 
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MONTHLY INDEX NUMBERS. 
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"Economist" Wholesale Pnoes (Basis Juiy^ 1914= TOO). 
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